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FINANCIAL REGULATORY REFORM: 
THE INTERNATIONAL CONTEXT 


Thursday, June 16, 2011 

U.S. House of Representatives, 

Committee on Financial Services, 

Washington, D.C. 

The committee met, pursuant to notice, at 10:03 a.m., in room 
2128, Rayburn House Office Building, Hon. Spencer Bachus [chair- 
man of the committee] presiding. 

Members present: Representatives Bachus, Hensarling, Royce, 
Manzullo, Biggert, Capito, Garrett, Neugebauer, McHenry, Pearce, 
Posey, Fitzpatrick, Westmoreland, Luetkemeyer, Huizenga, Duffy, 
Hayworth, Renacci, Hurt, Bold, Schweikert, Grimm, Canseco, 
Fincher; Frank, Waters, Maloney, Watt, Sherman, Capuano, Hino- 
josa, Lynch, Miller of North Carolina, Scott, Green, Cleaver, Elli- 
son, Perlmutter, Carson, and Carney. 

Chairman Bachus. The hearing will come to order. 

Without objection, all members’ written statements will be made 
a part of the record. The Chair will recognize himself for an open- 
ing statement. 

When President Obama signed the Dodd-Frank Act into law last 
summer, he set in motion the most ambitious changes in financial 
institution regulation since the Great Depression. 

While American regulators and financial institutions sort 
through its 2,300 pages to find out what the new legislation means 
for them and to race to meet its deadlines, the international impli- 
cations of the law have garnered relatively little attention. 

Receiving even less attention has been the work of the Basel 
Committee on Banking Supervision. Last November, the G-20 for- 
mally adopted its recommendations for Basel III, a new global 
framework for determining the minimum amount of capital that 
banks must hold to cushion against losses or insolvency. These 
complex matters are too significant to ignore. 

During today’s hearing we will examine the implementation of 
these new bank regulations and the implications for the competi- 
tiveness of our financial markets. We need to know, if we lead, will 
others follow? Does it matter? 

It has been said that if banks impose cost and risk on a country’s 
economy, the country is better off with rules that limit the risk and 
cost, even if others are not doing the same. 

That might be true, if the only risk and cost to a country were 
the risk and cost of bank failure. But there are other threats and 
dangers. If we overregulate and ignore the plans of the rest of the 
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world, then I fear we will push capital, industry, and jobs out of 
the country. 

At a time when each new release of government data seems to 
underscore the sensitivity of our economic recovery, it is fair to ask 
Treasury and other agencies represented on our first panel whether 
they have carefully considered the cumulative effect that the tsu- 
nami of regulatory mandates unleashed by Dodd-Frank is having 
on the real economy. 

We will be discussing four critical issues during this hearing and 
raising important questions I hope our panelists will address. 

First, capital and liquidity. Will the Basel III rules make the fi- 
nancial sector more stable? And if so, at what cost? Is a banking 
system awash in capital worth the potential trade-off of slower eco- 
nomic growth, less innovation, and diminished credit availability? 

Second, regulation of SIFIs. Is Governor Tarullo’s proposal to im- 
pose additional capital requirements on the SIFIs that reflect the 
amount of harm a SIFI failure will inflict on the rest of the finan- 
cial system the right approach, or will it just make U.S. signifi- 
cantly important financial institutions less efficient and less com- 
petitive without making the system safer? 

As we dial up the capital and liquidity constraints on the regu- 
lated financial sector, do we run the risk that more activity will mi- 
grate to the shadow banking system and the jurisdictions offering 
a lighter regulatory structure? 

Third, derivatives regulation. Should we expect that participants 
in derivatives markets will shift their business to non-U. S. firms, 
if other countries refuse to follow our lead on margin and capital 
requirements? How should we expect U.S. firms to compete if they 
face higher costs than their foreign competitors? 

And fourth, regulation of proprietary trading. Not even Paul 
Volcker claims that proprietary trading caused the financial crisis 
in 2008, but the Dodd-Frank Act Volcker Rule prohibits banks and 
non-bank financial companies from engaging in trades for their 
own gain. 

Now that the rest of the world has rejected the call to impose 
similar proprietary trading bans on their institutions, what effect 
will unilateral U.S. application of the Volcker Rule have on the li- 
quidity and vibrancy of our capital markets? 

These are important questions, and I am pleased we have two 
distinguished panels of witnesses with us today to answer them. I 
look forward to the discussion, and I will now recognize the rank- 
ing member. 

Mr. Frank. Mr. Chairman, before I start, how much time on 
each side? 

Chairman Bachus. We have 12 minutes on each side. 

Mr. Frank. Then I will yield myself 5 minutes. 

Chairman Bachus. Okay. 

Mr. Frank. I was looking at the testimony of Mr. Zubrow, which 
we will hear later, and I was pleased to see him say in his first 
page, “Certainly, the financial crisis exposed serious flaws in the 
U.S. regulatory system, particularly the dangers of unchecked le- 
verage and regulatory arbitrage. Most of the reforms imposed in 
the wake of the recent financial crisis by market participants, ac- 
counting authorities, supervisors, regulators and the Congress will 
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improve the soundness of our system while allowing U.S. firms to 
remain competitive.” 

I appreciate that, because that is the framework in which we op- 
erate. 

Now, within that framework there are several things we want to 
do: first, to make sure that capital is adequate; and second, not to 
put American institutions at a competitive disadvantage. But there 
are a couple of points I want to make about this first. 

And I say to my friends in the financial industry, you do under- 
stand that we have to separate, to the extent that we can, two im- 
portant desires that you have. One is not to be regulated in a way 
that puts you at a disadvantage vis-a-vis your foreign competitors, 
and two is the desire not to be regulated. 

Now, I understand that. That doesn’t make you bad people. Ev- 
erybody would rather do what he or she wants and not be told 
what to do by others. And we won’t always be able to make that 
clear. 

But I do have to say, we have had a history — and that is why 
I was pleased that Mr. Zubrow mentioned; this is Mr. Zubrow, who 
is the chief risk officer of JPMorgan Chase — “the dangers,” he said, 
“we learned of unchecked leverage and regulatory arbitrage.” 

Regulatory arbitrage is one of the factors we have to deal with, 
but what we have in part is a problem in which the desire of Amer- 
ican institutions not to be regulated and the desire of European in- 
stitutions not to be regulated can reinforce each other, and it is im- 
portant for us to single those out. 

There is a second point I want to make to my friends in the fi- 
nancial community, and I think another important distinction we 
have to keep in mind that I must say, to be honest, they don’t al- 
ways — and I can understand that — they are the means to a sound 
financial system. They are not the end. Their profitability in and 
of itself is not important to anyone other than themselves. 

That doesn’t make it unimportant. They have that right. But 
their role in the financial system is to be the intermediary. Their 
role in the financial system is to help us gather enough capital in 
the system from a variety of sources and make it available to peo- 
ple who will do things productively. 

The fact that a particular financial institution may or may not 
be making a good profit is really not a matter for public policy. 

That does not mean, as some have suggested, that we should set 
out consciously to try and reduce the role of the financial sector in 
the economy, although there was a very interesting paper by Adair 
Turner from the Financial Services Authority raising some of these 
questions. 

It does say to me that if, as a consequence of regulation that we 
think preserves the safety and soundness of the system, the simple 
fact of a reduction in profitability from some very profitable institu- 
tions with some very well-paid executives is not a problem. 

It is a problem if that reaches the point where it interferes with 
our ability to have capital formation. And I want to look at that. 

Now, we also have the question of what comes first, the chicken 
or the egg? And that is a particular problem here. There is a dan- 
ger that various financial institutions in each country will lobby to 
the point where there is an overall reduction. 
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I am told by some of our regulators that when they talk to their 
European counterparts in particular, they are told that the coun- 
terparts hear the same things that they hear: “If you don’t stop, we 
are moving elsewhere.” 

I do know, for example, in the area of compensation, there is a 
strong argument from Europe, and I heard it myself from Michel 
Barnier, the markets commissioner of the European Union, that 
the extremely lax rules in America on compensation for chief ex- 
ecutives puts Europeans at a disadvantage, that in fact Europe has 
much tougher rules on compensation. 

That doesn’t drive me to do anything differently, but I do have 
to note that. 

I understand people talk about the level playing field and we are 
told that we won’t have a level playing field here if we are too 
tough. I have noted something extraordinary about the level play- 
ing field, which would defy logic. 

That is, in all the years I have heard people complain about the 
unlevel playing field, I have never heard of an instance in which 
anybody was at the top of the unlevel playing field. It is a con- 
stantly declining playing field. Maybe I get a Nobel prize for that, 
like a constantly declining — I yield myself another minute. 

We have a constantly declining playing field in which everybody 
is at the bottom and no one has ever been at the top. And I worry 
that we get into that same situation in which all the financial insti- 
tutions in the world will be able to prove to their regulators that 
they are at a disadvantage vis-a-vis every other financial institu- 
tion in the world, and the result will be a net lowering. 

There were some reasonable points to be made. I do not think, 
for example, that margin requirements on sovereign entities are a 
good idea. I could be persuaded otherwise. My New York colleagues 
have pointed out a very particular case where there might be some 
disadvantage. 

I do believe, and I will be interested if the regulators have any 
different view, that the law as adopted gives them the flexibility to 
take that into account. I do not think that the CFTC would be 
mandated to do things that would put people at a disadvantage, if 
that can be clearly established for no other purpose. 

But the general framework is, yes, as Mr. Zubrow said, we had 
a problem of unchecked leverage. We had a problem of there not 
being enough rules. We got into a terrible financial crisis because 
we hadn’t done appropriate regulation. 

And as we do the regulation, it is important to keep in mind two 
things, that the role of the financial institution is not to make 
money for themselves, but to be the intermediary between the var- 
ious sources of capital and people who will put it to good use, and 
the need not to allow a competition to be used simply to denigrate 
regulation in general, but rather to try to get cooperation so that 
we get a good regulatory scheme that puts no one of our people at 
an international competitive disadvantage. 

Chairman Bachus. Thank you. 

Mr. Royce for 1 minute? 

Mr. Royce. Given where the financial crisis originated, Mr. 
Chairman, it is unfortunate how far off the radar this reform effort 
has gone. Let us not forget this all started when Congress decided 



5 


to embark on a course of social justice to get everyone who wanted 
one into a home regardless of whether or not they could afford it. 
Then came the crisis, followed by Dodd-Frank. 

Let us be clear: An avalanche of regulation doesn’t mean better 
regulation. The new regulations were simply piled on top of the old 
ones. Will it make our financial system any safer? Unlikely. 

Rather than giving markets more stability, this new law fun- 
damentally weakened the global financial system by encouraging 
capital flight out of the most stable and liquid markets in the 
world. 

Buried in the pile of new regulations coming down the pike may 
be a few good ideas, such as higher capital standards. Unfortu- 
nately, this effort is getting trumped by 2,300 pages of government 
attempting to micromanage virtually every player throughout our 
financial system. 

As The Wall Street Journal noted today, the most competitive 
banking system is one with high capital requirements and few 
rules on the extension of credit, whether to a consumer or a cor- 
porate derivatives customer. 

It is up to us to correct the mistakes and ensure the end result 
is a financial system built on higher capital, built on market dis- 
cipline and commonsense regulation. 

I yield back, Mr. Chairman. 

Chairman Bachus. Thank you. 

Ms. Waters for 2 minutes? 

Ms. Waters. Thank you very much, Mr. Chairman. 

I would like to thank our witnesses for coming today, particularly 
Chairman Bair, whose 5-year tenure at the FI)IC will come to an 
end on July 8th. 

Chairman Bair, I imagine this may be your last time testifying 
before this committee, so I would like to thank you for your service 
during this unprecedented, turbulent time for our Nation’s finan- 
cial system. 

It has been almost a year since Democrats in Congress passed 
the most sweeping reform of our financial market since the Great 
Depression. Because of that reform, our regulators now have the 
tools to closely monitor systemically significant institutions, un- 
wind failing firms in an orderly fashion, regulate the shadow bank- 
ing industry, and bring transparency to the derivatives market. 

Of course, the statutory authority we provided will only be as ef- 
fective as the rules adopted to implement that authority, and the 
ability to prevent another crisis will only be realized if regulators 
are willing to test-drive the enforcement and resolution powers we 
granted. 

Our hearing today is about implementation of Dodd-Frank, as 
well as Basel III. And I am very interested to hear from our regu- 
lators about how they are cooperating with their international part- 
ners. I am also interested to hear from the industry witnesses on 
the second panel, who are concerned about their competitive posi- 
tion relative to their international counterparts. 

But I think it is extremely important to caution against engaging 
in a global race to the bottom when it comes to financial regulation. 
If we water down financial reform in order to entice firms to locate 
in the United States, we may find the only thing we have accom- 
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plished is ensuring that the next bailout recipient is headquartered 
in the United States. 

As I have said consistently, strong, transparent, and fairly regu- 
lated markets are our best way to increase certainty, prevent an- 
other crisis, and create jobs. 

Thank you, Mr. Chairman, and I yield back the balance of my 
time. 

Chairman Bachus. Thank you. 

Mr. Hensarling for 1 minute? 

Mr. Hensarling. Thank you, Mr. Chairman. 

This week is the 1-year anniversary of the Administration’s sum- 
mer of recovery. We now have one in seven Americans on food 
stamps. New business starts are at a 17-year low. 

It now takes 10 months, according to the Bureau of Labor Statis- 
tics, to find a job. This is the longest period in recorded history. 
And we now have 28 months where unemployment has been north 
of 8 percent, the longest period of sustained high unemployment 
since the Great Depression. 

We now have on top of this, Dodd-Frank signed into law — which 
is fraught with intended and unintended consequences — that I be- 
lieve has impeded and will harm job creation in America. 

Dodd-Frank was not passed in the E.U. It was not passed by the 
G-20, and our regulators must proceed with great care. We do not 
know what the total impact is. We cannot afford greater job loss. 

I yield back. 

Chairman Bachus. Thank you. 

Mrs. Maloney for 2 minutes? 

Mrs. Maloney. Thank you, Mr. Chairman, for calling this hear- 
ing. 

I welcome all of the witnesses today and thank you for your serv- 
ice. 

And I join my colleagues in thanking Sheila Bair for her extraor- 
dinary leadership during one of the most difficult times in our his- 
tory. 

You did an incredible, outstanding job. Thank you. And I am in- 
terested in seeing what your next goal will be, and I am sure you 
will continue to have an outstanding career in service to our coun- 
try. 

I join the chairman and the ranking member in expressing my 
concern for any competitive disadvantage for American institutions 
in the world economy. 

I am particularly concerned about a requirement in the Dodd- 
Frank Wall Street Reform Act, which responded to the worst finan- 
cial crisis in our country’s history since the Great Depression and 
certainly moved forward with an improved regulatory infrastruc- 
ture in the financial services sector. 

It was very clear that our infrastructure had not kept pace with 
the development of financial products and services, and it was a 
long-needed reform. 

But I am concerned about one of the features in it that would 
impose heightened capital requirements on the most complex U.S. 
banking entities and unbanked financial institutions. And I wonder 
if this SIFI surcharge adopted under Basel III satisfies that re- 
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quirement, or is this an additional burden that would be on our fi- 
nancial institutions? And what would that impact be? 

Also, with the implementation of Basel III and Dodd-Frank, how 
the implementation schedules are different, how you are coordi- 
nating that, how you are working with our European counterpar- 
ties and other counterparties across the world to make sure that 
we are moving in the same direction and, hopefully, enacting simi- 
lar regulations. 

I had raised these concerns with Federal Reserve Chairman Ben 
Bernanke during his annual testimony before our committee. And 
he had indicated that he thought that we could be at a competitive 
disadvantage. 

I look forward to hearing what your comments are on the capital 
requirements specifically for entities and complex U.S. entities and 
nonbanks. 

Chairman Bachus. Thank you, Mrs. Maloney. 

Mrs. Maloney. Thank you. 

Chairman Bachus. Mrs. Biggert? 

Mrs. Biggert. Thank you, Mr. Chairman. 

One of the most important dynamics of implementing regulatory 
reform is to keep our U.S. financial industry competitive. Without 
a strong financial sector that can issue loans and supply capital to 
help businesses grow and create jobs, our economy will continue to 
falter. More jobs will be lost. 

If we unnecessarily constrain American financial institutions 
through unlevel standards to those of their international competi- 
tors, businesses will migrate to the international competitors. And 
if we restrict our financial institutions from providing innovative 
and competitive products to consumers, consumers will look else- 
where. 

It is counterproductive if the most stringent regulation of our 
U.S. financial institutions drives businesses overseas and shifts 
risky behavior to unregulated sectors of the economy. We must find 
the right balance. U.S. jobs and our economy depend on it. 

And I would like just for a moment to also talk about Sheila 
Bair. I think you have done a wonderful, wonderful job in your role 
during this financial crisis, and I know that whatever you do next 
is going to be very important, and I know that will also help all 
of us in this country. We thank you so much for all that you have 
done. 

Thank you. 

Chairman Bachus. Mr. Scott for 2 minutes? 

Mr. David Scott. Thank you, Mr. Chairman. 

Welcome, panel. 

And I would like to also convey my deep appreciation to Ms. Bair 
for her excellent work. 

I want to talk about the international aspects of this, but there 
is no more important deal for us to in our financial system to take 
care of a pressing issue at home. 

And so I want to start off by putting on the table — hopefully, 
your comments will reflect — I am certainly going to ask a ques- 
tion — on our failure of our financial system right here at home to 
deal with this extraordinary problem of home foreclosure and the 
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downward turn of home values. I think our standing in the world 
is going to go down with our failure to address this. 

We have a problem with our loan servicers and our banking es- 
tablishment. They are good people, but we have to figure out a way 
to get them, our financial system, to be more responsive to the 
issue of home foreclosures. It is the core that will drag our economy 
down and we are not responding. So I hope that as we move on 
in some of our comments, we can get that. 

But I also want to mention that the Dodd-Frank measure in 
terms of international aspects, the measure included requirements 
for increased transparency of derivatives by mandating that they 
be traded on transparent exchanges and by pursuing legal recourse 
against banks that violate this condition. 

And although the provisions of the Dodd-Frank Act are a needed 
reform to the derivatives market, parts of the financial industry 
have expressed concern regarding the application of these regula- 
tions in foreign countries, particularly their effect on competitive- 
ness. 

The rules would require international branches of U.S. banks to 
collect margins from financial end-users for uncleared swaps, thus 
potentially jeopardizing their ability to compete with foreign enti- 
ties. 

And in addition, it is unlikely that foreign jurisdictions will adopt 
similar laws as that within the Dodd-Frank law, since the issue 
was not addressed as part of the G-20 accords. 

So I would like for us to, as we move forward in the question- 
and-answer period, both address that and certainly reflect here 
what is happening at home with foreclosures, and particularly, as 
I am putting together a major event in Atlanta, Georgia, this week- 
end, to address that. 

So your comments will be very much appreciated on those two 
issues — derivatives and home foreclosures. 

Thank you very much, Mr. Chairman. 

Chairman Bachus. Thank you. 

Mrs. Capito for 1 minute? 

Mrs. Capito. Thank you, Mr. Chairman. 

I think there are many lessons that we learned from the recent 
financial crisis, but few are more clear than that we are in a global 
financial system that is more interconnected than ever before. 

On the one hand, we see technological and communication ad- 
vances that allow companies from around the world to interact. But 
on the other hand, we have seen in the last few financial crises, 
problems in one part of the globe can flow throughout the entire 
financial system. 

Whether we supported Dodd-Frank or not, it set a new regu- 
latory benchmark across the entire financial services industry. The 
regulators before this committee today are going to bear a consider- 
able burden on writing hundreds of rules and regulations. 

I would encourage you all to move forward with caution, and to 
work with your counterparts from around the globe to ensure that 
America remains a financial leader. 

We have the opportunity today to bring an important discussion 
in front of the committee about the cumulative effects of Dodd- 
Frank on financial institutions. I think failing to examine the ag- 
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gregate cost of compliance with Dodd-Frank could lead to job losses 
and, in the worst case, a downgrade of the United States as a fi- 
nancial center. 

I look forward to hearing from our witnesses today, and I thank 
the chairman for holding this hearing. 

Thank you all. 

Chairman Bachus. Thank you. 

Mr. Garrett for 1 minute? 

Mr. Garrett. Thank you, Mr. Chairman. 

So as far as international coordination of financial reform is con- 
cerned, I guess we are a long way from the solidarity that we had 
back in 2009, back in Pittsburgh, with the G-20 to where we are 
today. 

I guess that is because there are some substantial differences be- 
ginning to emerge between Dodd-Frank financial reform and what 
we are seeing in the rest of the world. 

Back then, it was more like, “Well, you lead here in the U.S., and 
we will follow,” for the rest of the world. Now, it is, “You lead here 
in the U.S., and we will sort of pick and choose as to what we are 
going to follow with.” 

That is because: Dodd-Frank has the Volcker Rule, and they 
don’t; Dodd-Frank requires multi-dealer exchange trading of swaps, 
and they don’t; Dodd-Frank wants pension funds to tie up more re- 
tirement money as collateral for trades, and they don’t. Those are 
just a few examples. 

So because of that, this country now risks capital and jobs fleeing 
this country, going overseas, and impairing our economy and our 
competitiveness. 

The overreaching policies that were codified in Dodd-Frank have 
basically incentivized other countries to do what we would think 
they would do — increase their taxable revenues through basically 
strategic regulatory arbitrage. 

And so, the cumulative impact of all these new regulations may 
be hard to measure, but that is precisely what the FSOC must un- 
dertake to do. What is the total cost of all this additional regulation 
in the form of jobs and economic growth? Which of these regula- 
tions actually address real problems and which ones simply add 
cost? 

This type of economic and cost-benefit analysis must be done 
now. Why? Because the stakes are just too high to do it otherwise 
and get it wrong. 

With that, I yield back. 

Chairman Bachus. Thank you. 

Mr. Neugebauer? 

Mr. Neugebauer. Thank you, Mr. Chairman. 

I am putting a chart up, and I apologize; it is a small chart. But 
basically, these are the 50 top financial firms by country by market 
cap. And over on the far right-hand side in 2003, the United States 
had 51 percent of the total capitalization. 

You move into 2006, it dropped to 35 percent of total market cap- 
italization. And then U.S. companies in 2010 moved to 24 percent 
of market capital, with China going from 1 percent in 2003 to 22 
percent in 2010. You also see a little bit of a shrinking in the E.U. 
and the U.K. 
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And so when we talk about how important market harmonization 
is, and regulatory harmonization, it is extremely important that we 
accomplish that goal, because already we are seeing a migration of 
capital to these other countries. 

And for those of you who maybe don’t understand jobs creation, 
capital is a primary driving force for that, and that is the reason, 
if we are trying to create jobs, we need to make sure that capital 
is in the United States of America. 

What I am extremely concerned about — and I appreciate the 
chairman holding this hearing today — is that if we do not make 
sure we get this right, we will see further deterioration of capital 
formation in the United States of America. And that is going to 
mean more unemployment and less jobs for American families. 

With that, Mr. Chairman, I yield back my time. 

Chairman Bachus. Mr. McHenry for 30 seconds? 

Mr. McHenry. Thank you, Mr. Chairman. 

I am deeply concerned that the cumulative effect of all these reg- 
ulations will be a vacuum, and that will be the huge sucking sound 
of capital out of our market into other markets across the globe. 
And this is at a very time when we have companies that are 
starved for capital in order to create jobs. 

This week, the head of Japan’s second-largest bank predicted 
that our stringent regulations on Western banks will help double 
their lending. This is a great example of the loss of competitive- 
ness, and I hope that the regulators will understand this, that our 
folks are starved for capital, and we need to get more capital on 
the street so we can actually create jobs. 

I look forward to this hearing from the panel. 

Thank you, Mr. Chairman. 

Chairman Bachus. Thank you. 

Mr. Manzullo? 

Mr. Manzullo. I thank the chairman for calling the — 

Chairman Bachus. Oh, 30 seconds, Mr. Manzullo. 

Mr. Manzullo. It is ironic that you talk about the international 
context when still I have companies back home, factories with or- 
ders, business people who are unable to get their lines of credit re- 
newed because of capricious and arbitrary actions on the part of 
the examiners. 

This has to stop. 

For years, I have been complaining that these people, who are 
in the process of trying to create jobs, who are solvent, who have 
never had a problem, are suddenly having their loans classified 
and have complained bitterly to the OCC, the FDIC, and the Fed. 

It always falls upon deaf ears: “We will check into it. We will 
talk to our examiners.” But there has been no change in policy. 

There had better be a change in policy on the U.S. side before 
we worry about the international side. 

Chairman Bachus. Mr. Grimm? 

Mr. Grimm. Thank you. Chairman Bachus, for holding this hear- 
ing. 

And thank you to our witnesses. 

I think most of it has been said, so I will be very, very brief. Ob- 
viously, we are concerned that the implementation of Dodd-Frank 
is going to hurt the U.S. market competitiveness. But I think we 
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need to emphasize, it is U.S. competitiveness as a whole, these 
markets that provide capitalization for the businesses to grow and 
to entrepreneurs. 

Everywhere you go, you hear about job creation. We are not 
going to be able to do that if we are at a competitive disadvantage 
that moves industry, capital and jobs overseas. 

So I am very interested in hearing the panel today and how the 
implementation process will go with respect to our competitiveness 
throughout the world. 

Thank you. I yield back. 

Chairman Bachus. Thank you. 

Our last statement will be 30 seconds from Mr. Schweikert. 

Mr. Schweikert. Thank you, Mr. Chairman. 

And to our witnesses today, I appreciate this. This is potentially 
just a fascinating discussion. 

On occasion, we will visit the comments of regulatory arbitrage. 
I am trying to get my head around how much of that is folklore, 
it actually exists, how much of that is actually rule-for-rule where 
you have variations, perception of stability of the rulewriting. But 
also, there is that other fundamental out there, actual enforcement. 

We may have equal rules, but this particular government, this 
particular sovereign entity, has a bad habit of never really looking 
at that capital reserve. And that actually either puts us at quite 
a disadvantage or actually creates a greater instability, and that is 
a concern. 

Thank you, Mr. Chairman. 

Chairman Bachus. Thank you. 

And at this time, I would like to welcome our esteemed panelists. 
Several of the members have acknowledged the challenges you 
face, and we commend you for your hard work and industry. 

Our first witness, from my, I guess, left to right, is the Honorable 
Lael Brainard, Under Secretary of the Treasury for International 
Affairs. Our second witness is the Honorable Daniel Tarullo, Gov- 
ernor, Board of Governors of the Federal Reserve System. 

Our third witness is the Honorable Sheila Bair, Chairman of the 
Federal Deposit Insurance Corporation. And you will be leaving, so 
we wish you well in your new endeavor. 

Our fourth witness is the Honorable Mary Schapiro, Chairman 
of the Securities and Exchange Commission. Our fifth witness is 
the Honorable Gary Gensler, Chairman of the Commodities Fu- 
tures Trading Commission. 

And our last witness is Mr. John Walsh, the Acting Comptroller 
of the Currency. 

We welcome our panelists. 

And we will start with Under Secretary Brainard. 

STATEMENT OF THE HONORABLE LAEL BRAINARD, UNDER 

SECRETARY FOR INTERNATIONAL AFFAIRS, U.S. DEPART- 
MENT OF THE TREASURY 

Ms. Brainard. Thank you. Chairman Bachus, Ranking Member 
Frank, and members of the committee. I appreciate the oppor- 
tunity. 



12 


There are some who would argue that the United States is mov- 
ing too fast on financial reform, that we should slow it down, and 
wait to see what other countries implement. 

I don’t agree. By moving first and leading from a position of 
strength, we are elevating the world’s standards to ours. For finan- 
cial markets that are more globally integrated than ever, we need 
financial reforms that are more globally convergent than ever. 

While we don’t need to synchronize across all issues, there are 
a few key reforms that must be global in scope if they are to suc- 
ceed. 

The risk of regulatory arbitrage carries real impacts. It means a 
race to the bottom for standards and protections. It means the po- 
tential loss of jobs in the American financial sector if firms move 
overseas. 

And it may increase the possibility of future financial instability, 
if riskier activities migrate to areas with less transparency, looser 
regulation, and laxer supervision. 

Acting in concert is the best way to address the potential for reg- 
ulatory arbitrage and the concerns of American firms about com- 
peting fairly. The sooner we level the playing field, the better. 

Let me just briefly touch on the four priority areas that are most 
relevant. 

The first priority is to strengthen capital liquidity and leverage. 
These standards can make the difference between the success or 
failure of firms and the jobs and livelihoods they are lending sup- 
port, confidence or contagion in the markets, and the protection of 
taxpayer dollars. 

The new capital framework known as Basel III will help ensure 
that banks hold significantly more capital, that the capital will be 
able to absorb losses of a magnitude associated with the crisis 
without relying on taxpayers, and that the definition of “capital” 
will be uniform across borders. 

But full international convergence will be achieved only if super- 
visors in all major financial jurisdictions ensure that banks across 
the world measure risk-weighted assets similarly. That is why the 
United States has called on the Basel Committee to pursue greater 
visibility across borders and to supervise their scrutiny of how 
banks measure risk-weighted assets. And we are pleased that is 
now on the committee’s agenda. 

In addition, Basel III includes a simple check, called a manda- 
tory leverage ratio, to protect against the possibility of weak inter- 
national implementation. 

A second vital issue is reducing the systemic risk from large 
interconnected financial firms, so-called SIFIs or global SIFIs. Prior 
to the crisis, many of these firms held too little capital, putting the 
global financial system at risk and necessitating significant govern- 
ment intervention. 

To make sure that does not happen again, Dodd-Frank requires 
that the Fed subject our largest firms to heightened prudential 
standards. And G-20 leaders adopted a parallel commitment to de- 
velop additional capital requirements for these firms across bor- 
ders. 

In those negotiations, the United States has been very clear 
about our priorities. First, additional capital must consist of high 
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quality and loss-absorbing common equity. Second, the surcharge 
must be well calibrated to balance the imperatives of financial sec- 
tor stability and of macroeconomic stability. And, third, it must 
apply to a wide range of the large interconnected banks across the 
globe and be mandatory and comparable across jurisdictions to pro- 
mote a level playing field. 

The third area is resolution. Dodd-Frank established a special ro- 
bust resolution regime that provides Federal authorities with 
strong authority to resolve the largest institutions. 

But the best national regime in the world is not going to be ade- 
quate if other countries do not adopt robust resolution toolkits and 
complementary authorities. The United States is working actively 
in tire FSB to implement an international framework. 

The U.K. and Germany have already passed resolution legisla- 
tion, and we will continue working to encourage other financial ju- 
risdictions to do the same. 

And finally, international convergence is critical across deriva- 
tives markets. In the run-up to the crisis, few understood the mag- 
nitude of aggregate derivatives exposures in the system, because 
derivatives such as credit default swaps were traded over the 
counter on a bilateral basis and without transparency. 

As we learned from the crisis, we must require greater trans- 
parency, move trading onto exchanges or platforms, and require 
them to be centrally cleared. But, of course, if we do not have align- 
ment across borders in these rules, firms will move activities to ju- 
risdictions with lower standards, which will increase risk to the 
system. For this reason, G-20 leaders set forward principles that 
are in full alignment with Dodd-Frank. 

Both the United States and the European Commission are devel- 
oping margin requirements for OTC derivatives that are not cen- 
tral cleared. We think it is important for those requirements to be 
developed internationally, and our regulators have agreed to work 
with international regulators to do so. 

If we don’t have a consistent margin standard for uncleared 
trades, we run the risk that activities will migrate to jurisdictions 
that do not provide incentives for central clearing. 

In sum, we are making great strides to ensure that the financial 
system is stronger so that future generations can avoid a financial 
crisis of the type that we have just witnessed. And we appreciate 
the leadership of this committee on these key challenges. 

[The prepared statement of Under Secretary Brainard can be 
found on page 90 of the appendix.] 

Chairman Bachus. Thank you. 

Governor Tarullo? 

STATEMENT OF THE HONORABLE DANIEL K. TARULLO, GOV- 
ERNOR, BOARD OF GOVERNORS OF THE FEDERAL RESERVE 

SYSTEM 

Mr. Tarullo. Thank you, Mr. Chairman, and members of the 
committee. 

I want to try to make four points in 5 minutes. First, it is impor- 
tant to remember why we have strengthened minimum capital 
standards and introduced liquidity standards, both the three bank- 
ing agencies in front of you and regulators around the world. 
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The financial crisis revealed that the amount of capital held by 
many banking institutions under prevailing capital requirements 
proved quite inadequate in both quantity and quality. 

Firms with substantial reliance on wholesale funding markets 
found that those sources of funding dried up quickly, at times al- 
most overnight, as market concerns rose. 

Back in 2008, the prospect of the failure of the most systemically 
important institutions raised in turn the prospect of a collapse of 
the financial system, to which none of these large complex financial 
institutions would have been immune. 

And that, of course, is what led to TARP. I think it is fair to say, 
as we sit here today, that no one wants another TARP — not those 
who reluctantly supported it 2 V 2 years ago, and certainly not those 
of you who opposed it. 

If we are to avoid another Hobson’s choice between a TARP-like 
mechanism on the one hand or a collapse of the financial system 
on the other, we have to ensure that financial firms have adequate 
loss absorption capacity and can sustain stresses in funding mar- 
kets. 

Second point: In a global financial market, serious problems in 
any major financial center can spread, sometimes very quickly. 
That is why it is important to negotiate good capital and liquidity 
requirements for all internationally active banks. That is what 
Basel III was about. 

And that is why it is important to ensure that the most system- 
ically significant institutions around the world have an additional 
capital buffer in light of the impact that their failure would have 
on the financial system. 

Third point: There are a number of additional areas where there 
is need for more international cooperation. Several of you have 
mentioned derivatives, and I wholeheartedly agree. 

Fourth point — and this is the one where I want to spend most 
of my time — the financial stability benefits of Basel III and other 
international reforms will be realized only if they are implemented 
rigorously and consistently across jurisdictions. 

And here I want to distinguish between implementation in the 
sense of incorporating the agreements into domestic legislation and 
regulation on the one hand, and on the other hand ensuring that 
those standards are in practice observed by firms in all the Basel 
Committee countries. 

The first step — getting the agreement into laws and regula- 
tions — is obviously necessary, but it is not sufficient. Yet, histori- 
cally, that is about all that the Basel Committee implementation 
efforts have been able to achieve. 

As effective, external monitoring of international capital and now 
liquidity agreements becomes harder, it is all the more important 
to take the second step. 

For example, there has been considerable external analysis in re- 
cent months of the apparent divergence in risk-weighting of traded 
assets across institutions and countries. A number of reports issued 
by financial analysts both in the United States and in Europe sug- 
gested that, generally speaking, it appears as though risk-weighted 
assets and similar portfolios are more risk-weighted here than in 
at least some European countries. 
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These analyses raise significant questions, but their authors 
don’t have access to the models and processes of the financial insti- 
tutions in question, so they cannot provide definitive answers to 
those questions. 

That is where an effective international monitoring mechanism 
comes in. 

We have raised this issue in the Basel Committee. I raised it just 
last week at the Financial Stability Board steering committee 
meeting. And as we move to the implementation phase of Basel III, 
we will be putting forth detailed proposals for how international 
agreements can be effectively monitored at the firm level. 

I have provided some ideas along these lines in my testimony 
this morning and would be happy to discuss them further with you. 

The key point, though, is that much more needs to be done for 
at least three reasons: first, as I said earlier, to ensure that the fi- 
nancial stability benefits of the agreements are realized; second, to 
avoid a situation in which firms from some countries, including the 
United States, are competitively disadvantaged; and third, because 
the effectiveness of these rather complex standards will benefit 
from the very concrete sharing of perspective and problem solving 
among supervisors from all the Basel Committee countries that 
will be entailed when such a monitoring mechanism is in place. 

Thank you very much for your attention, and I am, of course, 
pleased to answer questions. 

[The prepared statement of Governor Tarullo can be found on 
page 191 of the appendix.] 

Chairman Bachus. Thank you. 

Chairman Bair? 

STATEMENT OF THE HONORABLE SHEILA C. BAIR, CHAIRMAN, 
FEDERAL DEPOSIT INSURANCE CORPORATION 

Ms. Bair. Thank you. Good morning. Chairman Bachus and 
Ranking Member Frank. 

I am pleased to testify about how current regulatory initiatives 
will affect the economic health and international competitiveness of 
the United States. 

This morning, I want to focus in particular on the importance of 
strengthening capital regulation. 

A strong and stable financial system is a precondition for a vi- 
brant and competitive U.S. economy. Unfortunately, in the years 
leading up to the crisis, some large financial institutions strayed 
from their core mission of providing credit intermediation to sup- 
port the real economy. 

Instead, they exploited regulatory gaps and weaknesses to reap 
huge fees through complex securitization structures and esoteric 
derivative instruments that did little to support real economic 
growth and productivity. 

Fueled by the market perception of too-big-to-fail, many were 
able to access low-cost debt financing which they tunneled into high 
risk lending and investment strategies, misallocating economic re- 
sources into unstable financial activities instead of more productive 
uses such as manufacturing, energy, technology, and infrastruc- 
ture. 
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The full costs of the financial crisis are not yet known. We know 
that we have lost almost 9 million payroll jobs in 25 months, home- 
owners have suffered a one-third decline in house prices since 
2006, and over 9 million foreclosures have started over the past 4 
years. 

Lending by insured banks alone contracted by $750 billion since 
the start of the crisis, and loan commitments have declined by $2.7 
trillion. Trillions more in credit availability have been lost with the 
collapse of the so-called “shadow banking sector.” 

A healthy and competitive U.S. economy requires a financial sys- 
tem that is stable and supports the credit needs of the real econ- 
omy. This is not the system we had prior to the crisis. 

As we debate the needed improvements, there is much discus- 
sion, as there should be, of how financial reforms will impact the 
overall competitiveness of the U.S. economy. 

U.S. economic competitiveness is a broad concept, of which finan- 
cial industry competitiveness is only one part. The short-term prof- 
itability of financial institutions should not be confused with our 
international competitiveness. 

Many of the regulatory gaps and lapses which occurred pre-crisis 
were rationalized as the way to strengthen our international com- 
petitive position. What we discovered was that sacrificing safety 
and soundness in the name of global competition made both the fi- 
nancial institutions themselves and the broader economy worse off. 

A prime example is capital regulation during the pre-crisis years, 
which in retrospect gave undue weight to the desire of financial in- 
stitutions to boost the return on equity with leverage. Capital re- 
quirements were repeatedly and materially weakened in the pre- 
crisis years. As a direct result, the leverage of large financial insti- 
tutions steadily increased to the point where capital was inad- 
equate entering the crisis. 

Insufficient capital skews incentives. Shareholders and manage- 
ment reap the upside when times are good and bets are paying off, 
but the costs of the subsequent unraveling are borne by the broad- 
er economy. We are still paying the price as a country for accommo- 
dating the pre-crisis appetite for leverage of some of our largest in- 
stitutions. 

With Basel III and an important provision of the Dodd-Frank Act 
known as the Collins Amendment, we have an historic opportunity 
to strengthen the capital of our banking system. The Basel III 
agreement strengthens capital in a variety of ways and is a marked 
improvement over the current regulation. 

The numerical Basel III ratios are probably on the low end of 
what is needed for banks to weather a severe crisis. This is espe- 
cially true for the largest banks. We saw in 2008 the substantial 
external costs associated with the failure of large interconnected fi- 
nancial institutions. I strongly support the need for additional com- 
mon equity buffers for such institutions. 

It seems self-evident that capital requirements for the largest fi- 
nancial institutions should be higher, not lower, than the general 
standard that applies to smaller banks. Yet, prior to the crisis a 
number of large European banks were allowed to implement the 
so-called Advanced Approaches under Basel II, which allowed them 
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to significantly increase their leverage by using their internal mod- 
els to set capital requirements. 

Large U.S. -insured banks and their holding companies were also 
on a course to take on additional leverage by using their risk mod- 
els to drive risk-based capital requirements. 

On Tuesday of this week, we corrected the situation. The FDIC 
board approved a final rule, joint with the OCC and the Federal 
Reserve, to implement Section 171 of the Dodd-Frank Act. This 
provision of the Act, the Collins Amendment, says simply that the 
capital requirements of our largest banks cannot be less than the 
capital requirements community banks face for the same expo- 
sures. Thus, models under Basel II can be used to increase, but not 
reduce, capital requirements. 

Unfortunately, large banks in Europe and elsewhere are still al- 
lowed to effect their own capital requirements. This concerns me 
greatly, for all the reasons that Governor Tarullo has also indi- 
cated, and I look forward to discussing that more with the com- 
mittee. 

I think we need, as we strengthen capital standards here, to 
make sure that Europe follows suit, and I will be glad to work with 
this committee for as long as I can, which is not much longer, and 
I hope my fellow colleagues will continue this course to maintain 
very strong capital standards in the United States. 

Thank you. 

[The prepared statement of Chairman Bair can be found on page 
59 of the appendix.] 

Chairman Bachus. Chairman Schapiro? 

STATEMENT OF THE HONORABLE MARY L. SCHAPIRO, 

CHAIRMAN, U.S. SECURITIES AND EXCHANGE COMMISSION 

Ms. Schapiro. Thank you. Chairman Bachus, Ranking Member 
Frank, and members of the committee. I appreciate the opportunity 
to testify today on behalf of the Securities and Exchange Commis- 
sion regarding the international implications of the Dodd-Frank 
Wall Street Reform and Consumer Protection Act. 

The Act establishes a host of new reforms that will have implica- 
tions for U.S. companies that compete internationally. My written 
testimony discusses a number of these reforms, as well as the 
SEC’s efforts to coordinate with foreign regulators and to limit reg- 
ulatory arbitrage. 

I would like to focus in particular on the over-the-counter deriva- 
tives marketplace. Today, the OTC derivatives marketplace has a 
global notional value of just over $600 trillion. Yet, OTC deriva- 
tives were largely excluded from the financial regulatory frame- 
work by the Commodity Futures Modernization Act of 2000. 

Title VII of the Dodd-Frank Act would bring this market under 
the regulatory umbrella requiring that the SEC and CFTC write 
rules relating to, among other priorities, mandatory clearing, the 
operation of execution facilities and data repositories, capital and 
margin requirements, business conduct standards for dealers, and 
greater transparency of transaction information. 

These rules are designed to greatly improve transparency, facili- 
tate centralized clearing, enhance regulatory oversight, and reduce 
counterparty risk. By promoting transparency, efficiency, and sta- 
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bility, this framework should foster a more nimble and competitive 
market. 

Because this marketplace already exists as a functioning global 
market with limited regulation, international coordination is crit- 
ical as we seek to limit opportunities for regulatory arbitrage, 
eliminate competitive disadvantages, and address duplicative and 
conflicting regulations. 

Domestically, the SEC is working closely with the CFTC, the 
Federal Reserve Board, and other Federal prudential regulators to 
coordinate implementation of Title VII, while recognizing relevant 
differences in products, entities, and markets. 

Working closely domestically also bolsters our efforts internation- 
ally. The Act specifically requires the SEC, the CFTC, and the pru- 
dential regulators to consult and coordinate with foreign regulatory 
authorities on the establishment of consistent international stand- 
ards, and we are working closely with international regulators in 
this regard. 

While the United States is the leader in this area, a significant 
international consensus exists around core components of OTC de- 
rivatives reform. While progress is being made internationally, 
other nations do lag behind U.S. efforts. 

To address differences in scope and timing, the SEC has been ex- 
tremely active in bilateral and multilateral discussions with regu- 
lators abroad. We have been engaged with international market 
regulators both bilaterally and through participation in and leader- 
ship of various international task forces and working groups to dis- 
cuss the full range of issues surrounding the regulation of OTC de- 
rivatives. 

Rather than addressing the international implications of Title 
VII of Dodd-Frank piecemeal, we are considering addressing the 
relevant international issues holistically in a single proposal. This 
approach should generate thoughtful and constructive comments 
for us to consider in the application of Title VII to cross-border 
transactions. 

In addition, after proposing all of the key rules under Title VII, 
we intend to consider seeking public comment on a detailed imple- 
mentation plan that will permit a rollout of the new security-based 
swap requirements in an efficient manner while minimizing unnec- 
essary disruption and cost to the market. 

I also would note that last Friday, the SEC announced that it 
would be taking a series of actions in the coming weeks to clarify 
the requirements that will apply to security-based swap trans- 
actions as of July 16th, the effective date of Title VII, and provide 
appropriate temporary relief. 

And yesterday, in the first such action, the SEC provided guid- 
ance making clear that many of Title VIFs requirements applicable 
to security-based swaps will not go into effect on July 16th and 
granted temporary relief from compliance with many of the new re- 
quirements that would otherwise apply. 

We took this action to avoid market disruption as we work expe- 
ditiously to finish rule writing and adopt our rules. 

While derivatives are a key focus of the international efforts of 
the SEC, other policy areas also demand our attention. For exam- 
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pie, accounting and financial reporting standards are essential to 
efficient allocation of capital by investors everywhere in the world. 

The SEC is continuing its work on the important issue of wheth- 
er to incorporate international accounting standards into the U.S. 
financial reporting regime. Our primary consideration in these ac- 
tivities is the best interests of U.S. investors. 

In conclusion, the SEC continues to work closely with regulators 
in the United States and abroad and members of the financial com- 
munity and investing public to conduct rulemakings with inter- 
national implications in a manner that supports the interests of 
U.S. markets, investors, and firms. 

Thank you for the opportunity to share my thoughts with you. 
And of course, I am happy to respond to questions. 

[The prepared statement of Chairman Schapiro can he found on 
page 146 of the appendix.] 

Chairman Bachus. Thank you. 

Chairman Gensler? 

STATEMENT OF THE HONORABLE GARY GENSLER, CHAIRMAN, 
COMMODITY FUTURES TRADING COMMISSION (CFTC) 

Mr. Gensler. Good morning. Chairman Bachus, Ranking Mem- 
ber Frank, and members of the committee. I thank you for inviting 
me to today’s hearing on the international context of financial regu- 
latory reform. 

I thank Ms. Bair, because this might he the last of five or six 
times we have testified together, and I wish you the best in every- 
thing you do. 

It has now been more than 2 years since the financial crisis, 
when both the financial system and, I would say, the financial reg- 
ulatory system failed America. So many people throughout the 
world who never had any connection to derivatives or exotic finan- 
cial contracts had their lives hurt by the risks taken by financial 
actors. 

All over the world, we still have high unemployment, homes that 
are worth less than their mortgages, and pension funds that have 
not regained the value they had before the crisis. And we still have 
very real uncertainties in our economy. 

And though the crisis had many causes, and I would agree with 
many of the members’ statements on that, it is clear that the 
swaps market did play a central role in the crisis. They added le- 
verage to the financial system where more risk could be backed 
with less capital. 

They contributed, particularly through credit default swaps, to 
an asset bubble in the housing market, and I believe also acceler- 
ated the financial crisis as we got nearer to it. They contributed to 
a system where large financial institutions were not only thought 
to be too-big-to-fail, but we had a new phrase called “too-inter- 
connected-to-fail.” 

The swaps, which do help manage and lower risk for many end 
users, actually concentrated and heightened risk in the economy by 
concentrating it amongst these large financially important firms. 

And as capital and risk knows no geographical boundaries, we 
really need to have international oversight that ensures that these 
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markets, these swaps and derivatives markets, function with integ- 
rity, transparency, openness, and competition. 

Transparency, openness, and competition have heen found since 
the great reforms of the 1930s to henefit the securities markets and 
the futures markets and to benefit the economy and job growth and 
creation. 

To address the real weaknesses in the swap markets, the Presi- 
dent and the G-20 leaders in Pittsburgh in 2009 laid out a frame- 
work for regulation of the swaps market. The United States and 
Japan both have passed reform through legislatures and are work- 
ing on implementation. The European Council and the European 
Parliament currently are considering their swaps proposal, and 
Asian nations, as well as Canada, are working on their reforms. 

As we work to implement Dodd-Frank, we are actively coordi- 
nating with international regulators to promote robust and con- 
sistent standards, and the Commission participates in numerous 
international work groups. 

But we are also sharing our work product. At the CFTC, we actu- 
ally started last July and August sharing our memos and term 
sheets and draft work products with international regulators both 
in Europe and in Asia. We have found this to be a great benefit, 
because we get comments even before we put some of the proposals 
out, and then, consistent with the Administrative Procedures Act, 
as we put proposals out, we have gotten more comments. 

Specifically, we are coordinating with regard to the scope of the 
derivatives regulation — central clearing, capital, margin, which has 
been raised by many members here, data reporting, business con- 
duct standards, and the transparency initiatives, including trading 
on electronic trading platforms. 

Furthermore, a very important feature of the Act was a section 
called 722(d). I have learned so much now. But it states specifically 
that the Act relating to swaps shall not apply to activities outside 
the United States, unless those activities have a direct and signifi- 
cant connection with the activities of the commerce here. 

We are developing a plan for the application, as I said, 722(d), 
and expect to receive public input on that plan. And we are work- 
ing closely with the SEC on the similar work that they are going 
to be doing there. 

Before I close, I will address the issue related to what occurs on 
July 16th. The Commission, 2 days ago, had a public meeting on 
this matter. First, a substantial portion of Title VII actually only 
becomes effective once we finalize rules. So, a majority of Title VII 
is not effective on July 16th. 

But for the provisions that are not dependent on a final rule — 
they are sort of self-executing — we proposed exemptive relief until 
December 31st of this year. This will provide relief from most of 
title VII. We look forward to hearing public comment on it. To the 
extent that we need to tailor additional relief towards the end of 
the year, we would look for additional relief at that time as we 
move forward. 

Effective reform requires comprehensive international response, 
and yes, consistency, but I thank you and I look forward to your 
questions. 
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[The prepared statement of Chairman Gensler can he found on 
page 96 of the appendix.] 

Chairman Bachus. Thank you. 

Comptroller Walsh? 

STATEMENT OF THE HONORABLE JOHN WALSH, ACTING 

COMPTROLLER OF THE CURRENCY, OFFICE OF THE COMP- 
TROLLER OF THE CURRENCY 

Mr. Walsh. Thank you, Chairman Bachus, Ranking Member 
Frank, and members of the committee. I appreciate this oppor- 
tunity to discuss the work that the OCC and the other banlong 
agencies have under way to revise bank capital and liquidity re- 
quirements, consistent with the Dodd-Frank Act and Basel III. 

This is a complex undertaking, and we believe it is important to 
determine not only how individual requirements of Basel and 
Dodd-Frank will impact U.S. firms and their international competi- 
tiveness, but the cumulative impact of the provisions as well. 

The invitation letter raised the issue of an international race to 
the bottom, but I don’t think this is a serious concern when regu- 
latory requirements are becoming more stringent around the world. 
The concern, instead, is that standards are being raised both sig- 
nificantly and comprehensively, and so much so that we could un- 
necessarily restrict financial intermediation and economic perform- 
ance. 

At the same time, it is certainly true that if the same high stand- 
ards are not adopted by all countries and enforced with the same 
vigor, U.S. institutions could be left at a competitive disadvantage. 
Our challenge, then, is to address the problems that led to the fi- 
nancial crisis without undermining the ability of banking institu- 
tions to support a strong national economy or placing U.S. institu- 
tions at an unfair competitive disadvantage internationally. 

Both the Dodd-Frank Act and Basel III aim to promote a more 
resilient banking sector by imposing stronger capital and liquidity 
standards. They raise the amount of regulatory capital and, just as 
important, the quality of that capital is improved significantly by 
placing much greater reliance on common equity and raising cap- 
ital charges on risky asset classes. 

Banks will also be required to hold substantially more liquidity 
in the form of short-term, low-risk assets, and to increase their reli- 
ance on more stable long-term debt and core deposits. 

The Basel III standards were designed around the crisis experi- 
ence of the largest internationally active U.S. banks. So while the 
OCC has also supported a capital surcharge of common equity for 
a small number of the very largest banks, that add-on should be 
modest, given where capital requirements have already moved. 

This is not to argue that surcharges should not be higher in 
countries where large institutions represent a greater risk to the 
national economy, particularly where the assets of the largest 
banks exceed national GDP, like Switzerland or the U.K. The 
United States, on the other hand, has imposed statutory caps on 
the size of our largest firms, and even the largest firms are only 
a fraction of GDP. 

While 27 countries reached general agreement on the policies 
and standards outlined in Basel III, the details of its implementa- 
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tion will likely vary from country to country. U.S. implementation 
is likely to be more complex and impose additional constraints than 
in other countries, owing to its interaction with Dodd-Frank. 

For example, the Collins Amendment set the floor on capital 
based upon current Basel I standards, a dual capital calculation 
that non-U. S. banks will not face. And with the simpler Basel I 
framework still used to determine capital, large U.S. banks will 
have far less incentive to rigorously pursue the complex and costly 
task of implementing the Basel II framework. 

The Dodd-Frank Act’s prohibition against the use of credit rat- 
ings also will impede our efforts to achieve international consist- 
ency in the implementation of Basel III since Basel III, the Basel 
II framework upon which it is built, and Basel I for that matter 
make use of internal ratings in several areas, including 
securitizations, assessment of counterparty credit risk, and trading 
book positions. 

Given capital already raised by large banks, a return to profit- 
ability and the extended phase-in period for the higher capital 
standards of Basel III, U.S. banks should be able to transition to 
the 7 percent standard without causing undue stress on the eco- 
nomic recovery. 

However, I am concerned with how much further we can turn up 
the dial without negative effects on lending capacity. A very real 
risk is that lending will fall, will become more expensive, and will 
again move from the regulated banking sector into the less regu- 
lated shadow banking sector. Certainly, a lesson of the financial 
crisis is that risk can migrate to and accumulate in the unregu- 
lated shadow sector with undesirable consequences. 

The fact that so many Dodd-Frank and Basel III reforms are oc- 
curring at once, with combined effects we cannot measure, is cause 
for caution. Before contemplating substantial further increases to 
capital and finalizing liquidity requirements, we need to take ac- 
count of all the reforms being introduced, to increase the ability of 
the financial system to absorb losses, and to reduce the probability 
and potential impact of the failure of large institutions. 

The goal of all these changes is to improve the system’s resil- 
ience, but taken too far, we may limit the availability of credit that 
is needed to support economic growth. 

Thank you, and I welcome your questions. 

[The prepared statement of Acting Comptroller Walsh can be 
found on page 203 of the appendix.] 

Chairman Bachus. Thank you. 

I think we all agree that banks should be sufficiently capitalized, 
particularly all the banks, but our global SIFIs, because we want 
to avoid bailouts. We want to avoid taxpayer funding and the shock 
that it does to the economy. And I think the same is true about 
overleveraging and borrowing overnight, which some of our invest- 
ment banks were doing. 

Having said that, I think Comptroller Walsh has an important 
point. As we raise capital, and I know. Governor Tarullo, you actu- 
ally had talked about 700 basis points on some of our SIFIs, how 
does that affect our lending? And do you think that will have any 
negative effect on our economy? 

Mr. Tarullo. Mr. Chairman, let me say a couple of things here. 
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First, it is important to understand that the rationale for a sur- 
charge on systemically important institutions — 

Chairman Bachus. Yes, that is what we are talking about, the 
surcharge. 

Mr. Tarullo. Right. It complements the rationale for Basel III, 
which is essentially a micro-prudential or firm-by-firm analysis. So 
for the Basel III capital standards, we will look at each firm and, 
basically on the basis of its balance sheet and its balance sheet 
alone, say what is the riskiness of the various assets on your bal- 
ance sheet and relevant off-balance sheet assets. 

It doesn’t take into account the correlation of risk among firms 
that hold similar assets. In a financial crisis, what happens, of 
course, is that those assets, particularly traded assets, are the ones 
that come under the most stress, the ones for which the market is 
most imploding. And that is why these systemic effects that we saw 
in 2008 are of such concern to us. 

So the motivation for the surcharge is one that takes into ac- 
count the size, interconnectedness, and associated systemic con- 
sequences of the failure of such an institution. That is the first 
point. 

Second point: There has been a fair amount of attention to the 
numbers I cited in that speech I gave about a week-and-a-half ago. 
What I said in that speech is that when analysts here and abroad 
have applied some analyses or some modes of analysis as to how 
much the surcharge should be in order to try to contain that sys- 
temic risk, there is a range that everybody comes up with, within 
which you have to make a certain set of assumptions. 

And that range, which I indicated was some variant on a certain 
number of percentage points as high as maybe 7 percentage points 
above Basil III, is just what different studies have produced. That 
is not to say that this is the amount that gets eventually adopted. 

There are reasons to calibrate any such range. You have to 
choose a number somewhere, and that is what is going on right 
now in the international process, and domestically it is what will 
go on when the Federal Reserve does its rulemaking on the en- 
hanced prudential standards. 

So I absolutely agree, Mr. Chairman, that you have to take into 
account the cost for the firms and the benefits to the firms, and we 
have done a cost analysis. We have used the analytic tools we have 
available to us. But what is important is not to lose sight of the 
cost of not acting here. 

Chairman Bachus. I understand. Yes, and I understand there is 
a cost to not acting, but if you — for instance. Comptroller Walsh is 
concerned, as I am, and I know that Chairman Bair takes a dif- 
ferent approach, but under Basel III, I think it is called the ad- 
vanced approach to risk management, other countries will be using 
this approach to sort of refine their approach, and the Collins 
amendment takes that off the table for us. 

I would ask Under Secretary Brainard, are you concerned about 
that? Are you concerned about that. Governor Tarullo? 

Mr. Tarullo. Sir, as you probably know, my concerns about the 
implementation of Basel II pre-dated my arrival at the Federal Re- 
serve. That related to a lot of the academic work I was doing before 
I came to the Fed. 
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And yes, I am concerned. I am particularly concerned about the 
way it has been implemented. One would think that if you put a 
procyclical capital regime into place in the middle of the biggest re- 
cession since the 1930s, that capital requirements ought to go up. 
But they didn’t, and that is why I think it is important to make 
the kind of proposals on compliance that I made in my testimony. 

Chairman Bachus. Under Secretary? 

Ms. Brainard. I think it is very important as we are looking at 
this SIFI surcharge. Because these institutions are competing 
internationally, it is absolutely critical that whatever is agreed is 
comparable across countries and mandatory in every jurisdiction. 

And that is why we have put such an emphasis on having com- 
mon equity, which is, of course, the strongest, most loss-absorbing 
kind of capital. We would like to see an international agreement 
that has common equity and where it gives very little discretion to 
supervisors. 

The other thing that I think is important just on the issue that 
you raise, risk-rated assets and how they are assessed, I think our 
institutions are concerned and we share those concerns. And that 
is why, as I said earlier, and as Governor Tarullo said, we are try- 
ing to put in place monitoring mechanisms for the first time so that 
we will be able to have some visibility into how supervisors are ac- 
tually assessing risk weights. 

The simple leverage ratio that was agreed to in Basel III will be 
helpful. It doesn’t go as far as the Collins amendment, but it is an- 
other way of trying to create a floor. 

Chairman Bachus. Thank you. And I think we are all concerned 
about rules that are on the books that aren’t enforced by some of 
these other countries. 

Ms. Bair. Mr. Chairman, if I could just add, I think I want to 
reiterate what Governor Tarullo indicated, that these Advanced 
Approaches have not worked. They allowed European banks imple- 
menting them to significantly reduce their capital levels. They were 
overleveraged going into this crisis. 

And then, as the recession hit, when you expect the capital levels 
to go up because the probability of default on loans is going up in 
a recession, capital kept going down. 

Capital is still going down. There is a recent Barclay’s report 
which we are happy to share with you. Investors have no con- 
fidence in the Advanced Approaches. It is a very large issue, but 
all the effort in the Basel Committee is to try to put more objective 
constraints on the ability of these individual banks to essentially 
set their own capital standards. 

The United States is very strongly pushing that. I think that is 
the direction to go. 

I must say, in terms of easing regulatory burden on large institu- 
tions, given the tremendous flaws in the Advanced Approaches, it 
is very expensive to implement. I would just get rid of it. It is 
harmful, and it is not helpful. And I think we can improve the cur- 
rent Basel I standard. But if we are going to try to decrease compli- 
ance costs, I think one way to do that would be to just get rid of 
the Advanced Approaches altogether. 

Chairman Bachus. Thank you. 

Mr. Frank? 
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Mr. Frank. I want to begin by joining my colleague, Ms. Waters, 
in saying good-bye to Sheila Bair. I will say that my working rela- 
tionship with Chairman Bair has been an extraordinarily beneficial 
one for me, and I just wanted to make a prediction now to Chair- 
man Bair that she will be missed, even by people who don’t know 
that now. But I think that her tenure will stand out as an extraor- 
dinary example of the right kind of public service. 

I am not sure I will be able to get back. I would like to give cred- 
it where it is due. Mr. Zubrow, from JPMorgan Chase, I just want 
to read a little bit from what he says, because we tend in hearings, 
obviously, to focus on differences. But we ought to understand the 
commonality that we come from. 

On page 3, he has a quick — recent initiatives designed to reduce 
risk taken by U.S. financial firms. And it is Federal Reserve super- 
vision, off-balance sheet activity being reduced, margins reporting 
and supervision of derivatives, centrally clearing derivatives, risk 
retention, prohibition on proprietary trading. 

Here is what he says, “As a result of these post-financial crisis 
changes, Lehman Brothers would have been subject to the same 
Federal Reserve capital and prudential supervision as JPMorgan 
Chase, including extremely high capital charges for collateralized 
debt obligations and other exotic securities. 

“AIG would have been required to register as a major swap par- 
ticipant, report on its positions and subject itself to Federal super- 
vision. 

“Countrywide and Washington Mutual would have been subject 
to the same mortgage underwriting standards as national banks 
and would have been either significantly limited in making 
subprime loans or required to retain the risk of these mortgages. 

“And the FSOC and the Office of Financial Research would have 
been gathering data. These are important changes.” 

I appreciate this acknowledgement. Those are all things that are 
in this bill and, as he notes, would have substantially lessened the 
likelihood of those institutions that were major failures and, as he 
notes, apply all of the restrictions in the banking system to the un- 
regulated. This is where the shadow bank system came in. 

He also then, on page 5, talks about what we did in terms of res- 
olution of large institutions, which I continue to believe should be 
called dissolution. That is a euphemism too far. 

And what he says in summary of the listing of these is, “The 
United States is ahead of the rest of the world. The FDIC’s new 
authorities are already in place. Most countries have no plans for 
orderly resolution. Some have prospectively acknowledged that 
their banks should be bailed out at taxpayer expense, should a cri- 
sis occur. 

“The U.S. is doing the hard work to make orderly resolution of 
large financial institutions a viable option. And JPMorgan Chase 
and other banks are devoting extraordinary resources to this 
unheralded project.” 

It is very clear from the context that this is not a case where he 
is complaining that America is different from the rest of the world. 
It is a case where he is boasting that together with the financial 
institutions, with Congress and the regulatory agencies, we are 
ahead of the rest of the world. 
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And on page 6, he has a heading, “Further Insulation for Tax- 
payers.” And Mr. Zubrow says, “Aside from decreasing the risk of 
trouble at large financial institutions, Dodd-Frank also reduces the 
risk that a large institution’s failure would impose costs on tax- 
payers.” 

So, Mr. Zubrow, I thank you for that. And we have some dif- 
ferences, but I think we ought to be clear where they are. 

Mr. Tarullo, one point, because it goes on too-big-to-fail. On the 
imposition of a capital charge, I noticed that one of the contributory 
factors you said could be considered would be an increase in the 
capital charge to offset the perceived advantage of being too-big-to- 
fail. 

I differ with that, because I do not think we ought to be rein- 
forcing it. Rather than charge people for what I believe is an in- 
creasingly inaccurate perception — even Moody’s, my own view is on 
the rating agencies, when Moody’s finally gets it, it has to be pretty 
clear-cut — what we have now, I think, is an increasing recognition 
that is not the case. And I think that is one area where, and I un- 
derstand that we don’t want to charge banks excessively. 

I would hope you would reconsider that. It does not seem to me — 
and rather than charge the bank for inaccurate perception, let us 
all make sure that we dissolve the inaccurate perception. And I 
would hope that would drop out. 

Finally, to Mr. Gensler, there have been concerns about margin 
requirements on sovereign wealth funds. Margin requirements, my 
New York colleagues have noted, when the non-U. S. subsidiary of 
a U.S. bank is dealing with a non-U.S. entity, that there could be 
a margin requirement. 

My own view is that is a very legitimate area of competitive ad- 
vantage. Do you, under the statute, have the authority to take that 
into account? And can you and your fellow Commissioners adjust 
with regard to margins so that in those very particular cases where 
there would be an international setting, a competitive disadvan- 
tage, make it go away? 

Mr. Gensler. We are working along with the prudential regu- 
lators, because they actually have authority under Dodd-Frank to 
set the margins for the banks. We just have the non-banks. But we 
are, along with the SEC, initiating dialogues with international col- 
leagues to try to get — 

Mr. Frank. But do you have the existing statutory authority col- 
lectively to adjust, if it looks like there might be a problem? 

Mr. Gensler. I think that we have the existing authority. It has 
to be based upon rational reasons, along with how the Administra- 
tive Procedure Act has us do it. Yes. 

Mr. Frank. I understand. I am assuming rationality, but you do 
have sufficient statutory authority to deal with those specific situa- 
tions that we are talking about? 

Mr. Gensler. Along with other regulators who actually have the 
auuthority, because we are not — 

Mr. Frank. I appreciate that. Let me then ask you — may I have 
just 30 seconds — do the other regulators who would have that au- 
thority concur that in those very specific situations where we were 
talking about a competitive disadvantage, the authority would be 
there to take that into account? 
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Mr. Tarullo? 

Mr. Tarullo. Generally, I think that is true. 

Mr. Frank. Ms. Bair? 

Ms. Bair. Yes, we have the authority. 

Mr. Frank. Thank you. 

Thank you, Mr. Chairman. 

Oh, I am sorry. Mr. Walsh? 

Mr. Walsh. Yes. 

And you agree also? 

Okay. Waving doesn’t quite make it into the record. 

Mr. Walsh. I didn’t know you wanted to hear, hut, yes, abso- 
lutely. 

Mr. Frank. That I wanted to hear. I don’t always want to hear, 
but that I wanted to hear. 

Chairman Bachus. Thank you. 

Was JPMorgan Chase’s testimony inside a Valentine card? 

Mr. Frank. Yes, but there was no box of candy with it, so I didn’t 
have to report it to the Ethics Committee. 

Chairman Bachus. Mr. Hensarling? 

Mr. Hensarling. Thank you, Mr. Chairman. 

Certainly, there is wide agreement that capital and liquidity 
standards were most inadequate going into the financial panic of 
2008, and clearly there is a convergence of opinion they must be 
raised. 

But I think the question, particularly in this hearing, that has 
to be addressed, is what is the cumulative impact of raising those 
capital standards under Basel III? What will be the impact of the 
extra capital standards to be assessed against the SIFI institutions 
just imposed in the 2,000-plus pages of Dodd-Frank? 

I am uncertain that we know the answer to that question. I have 
heard many testify that we must have stability in our capital mar- 
kets. I agree that stability is a good thing. But we have had sta- 
bility in our employment markets for almost 2 V 2 years. Unemploy- 
ment has stabilized at roughly 9 percent. So stability as a macro- 
economic virtue may be somewhat overrated. 

And, clearly, I think we have to look at the balance, again, of 
what ultimately will be the impact of this extra stability on our job 
creation. 

Secretary Brainard, you confused me with one part of your testi- 
mony, and perhaps I am going to give you an opportunity to ex- 
plain it. 

What I thought I heard you say is that it was critical that the 
United States essentially be the first mover in regulatory reform. 
But at the same time, I believe I heard you and almost every other 
panelist talk about their fears of essentially a race to the bottom 
in what we know as regulatory arbitrage. 

So I am having a little trouble understanding why it is mission- 
critical to move first and why we should not move concurrently. I 
cannot reconcile the two. Did I misunderstand part of your testi- 
mony? 

Ms. Brainard. Let me just address both points that you raised. 

First on all, on the capital standards, there was a great deal of 
consideration in the development of the Basel III capital standards 
to the macroeconomic impacts of those capital standards. 
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Our regulators did a lot of impacts here on the United States, 
and it was also done internationally. There was a broad agree- 
ment — I have seen the analysis — that the transition timelines, 
which are quite generous in the Basel III framework, give our in- 
stitutions plenty of time to earn their way to meeting those capital 
standards without having any adverse impact. 

And so, I don’t think we are actually choosing between stability 
and growth. In fact, I think the real point here is that we will have 
much healthier growth if, in fact, we put in place a safe and sound 
financial system. 

With regard to the advantages — 

Mr. Hensarling. Let me interrupt here, if I could. Chairman 
Bernanke, I guess about 10 days ago, spoke before the Inter- 
national Monetary Policy Conference in Atlanta. When asked about 
the cumulative impact of Basel III, Dodd-Frank, SIFI charges, he 
said, “Has anybody done a comprehensive analysis of the impact on 
credit? I can’t pretend that anybody really has. It is just too com- 
plicated.” 

So I think what I am hearing from you. Secretary, is that you 
may know something that the Chairman doesn’t. 

Ms. Brainard. With regard to the capital standards in par- 
ticular, within Basel III — 

Mr. Hensarling. So you are looking solely to the capital stand- 
ards? 

Ms. Brainard. Yes, there has been quite a bit of analysis of that. 
Secondly, with regard to moving first, really, I think, we have a 
choice, and we have chosen as a nation to put in place very strong 
standards and then to work internationally to get other countries 
to agree on those standards. 

Mr. Hensarling. But what assurance for convergence — 

Ms. Brainard. But in terms of implementation, we actually 
agree — 

Mr. Hensarling. If I could. Madam Secretary, what assures the 
convergence of these standards? Many of you have come before this 
committee to say that Basel II had disparate interpretations, dis- 
parity of compliance. And that was with Basel II. What assurance 
is there that there is going to be this uniformity of compliance and 
timing? What is the mechanism? 

Ms. Brainard. What we have done is, first of all, we have gotten 
agreement in the G-20 and the FSB and the Basel Committee 
around the same standards, the same set of reforms, the same 
principles in all of the three areas that were under discussion 
today. 

Second, there are implementation deadlines for most of those 
areas. And third, there are processes put in place that permit su- 
pervisors to have peer review and to hold other jurisdictions to ac- 
count for those implementation deadlines. 

Mr. Hensarling. I just would say, in the remaining time I do 
not have, that Michael Barnier has said, “Europe is not going to 
be under American supervision.” And they seem to be on a dif- 
ferent timeline. 

I am out of time. I will — 

Chairman Backus. Thank you. 

Ms. Waters? 
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Ms. Waters. Thank you very much, Mr. Chairman. 

I would like to engage the Honorable Sheila Bair. 

Chairman Bair, as you know, so many bad practices and a con- 
siderable amount of fraud has proliferated throughout the mort- 
gage servicing industry in the years following the financial crisis. 
And to be honest, I think the response of regulators could have 
been much quicker and stronger. 

For example, I was dissatisfied with the Federal interagency 
foreclosure review released by regulators in April. And since you 
have been leading the charge for sustainable loan modifications, I 
think the FDIC was likewise disappointed. 

Let me read from the FDIC’s press release: “The interagency re- 
view was limited to the management of foreclosure practices and 
procedures and was not by its nature a full-scope review of the loan 
modification or other loss mitigation efforts of these servicers. A 
thorough regulatory review of loss mitigation efforts is needed to 
ensure processes are sufficiently robust to prevent wrongful fore- 
closure actions and to ensure servicers have identified the extent 
to which individual homeowners have been harmed.” 

So, first, it seems you believe that another regulatory review is 
needed. Is that what we need to deal with this. Chairman Bair? 

Ms. Bair. I just wanted to make sure it was clear what the scope 
of the review was. I don’t think there was disagreement among any 
of the regulators in describing the scope. 

Right now, pursuant to the consent orders that are being dis- 
cussed, there needs to be a look-back. These major servicers need 
to do a thorough review of servicing errors retroactively, and iden- 
tify harmed borrowers and provide appropriate redress for that, as 
well as some type of complaint process. 

We are in discussions with our fellow regulators on that right 
now. I would defer to Mr. Walsh, who is the lead regulator for most 
of the servicers and has been playing a key role in this. 

But I do think it is important for the public to explain what was 
and was not covered. This is also being coordinated with the Jus- 
tice Department and the State AGs on the law enforcement end. 
There is some hope that this can all be packaged together so that 
there is one set of standards for both the prospective reforms, to 
make sure we don’t have these errors going forward, as well as the 
look-back to make sure that borrowers who were harmed receive 
appropriate redress. 

Ms. Waters. So this recommendation about letting the servicers 
hire outside consultants to investigate them is of concern to, I sup- 
pose, many of us. Do you believe that outside consultants can do 
the job that is needed to be done, instead of a regulatory review? 

Ms. Bair. There needs to be a robust validation process. So, yes, 
we would like to see an interagency examination team reviewing 
sizable samples of the reviews that the independent consultants 
are doing to validate the work. 

I think everybody is operating in good faith here, but an extra 
set of eyes, given the importance of this project, would be helpful. 

Ms. Waters. Mr. Walsh, you testified to the Senate Banking 
Committee in March that only a small number of wrongful fore- 
closures took place. Do you still think that? And if the Federal 
interagency review was limited, how would we know that? 
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Mr. Walsh. I think the key there will be the look-back that 
Chairman Bair was referring to. The sampling that was done in 
those exams was to establish whether there were sufficient grounds 
to determine that the servicers had failed in significant ways and 
that remedial actions, cease-and-desist orders, remediation plans, 
were needed. 

And the result of that sampling was to determine that was in- 
deed the case. Now, having done that, we have enforcement orders 
in place that will require significant follow-up, both implementa- 
tion plans and also, again, this look-back process that Chairman 
Bair referred to and that we are working on, on an interagency 
basis. 

And that will establish the wider scope of problems, if there are 
more substantial problems. The reference was only made to the 
sample. 

Ms. Waters. In that review, how could it be determined if a fore- 
closure was improper, if the review didn’t look at how servicer soft- 
ware applied to borrower payments or to look to see if the fees 
servicers charged borrowers were proper or otherwise verify that 
servicer records were in fact correct? 

None of that was looked at in the review. Is that right? 

Mr. Walsh. Certain of those elements were looked at. Fees and 
other things were checked, but the task will now be to look at those 
things in the context of this look-back review, where you will drill 
down deeper. 

Ms. Waters. Thank you, Mr. Chairman, and I yield back. 

Chairman Bachus. Mr. Royce? 

Mr. Royce. Thank you, Mr. Chairman. 

I wanted to ask Chairman Bair and Mr. Tarullo on a point here, 
and it goes to Tom Hoenig, the president of the Kansas City Fed’s, 
commentary on this very thing you are struggling with, and that 
is, as he says, “The funding advantages the too-big-to-fail organiza- 
tions have over others amounted to $250 billion for the 28 largest 
banks in 2009.” 

“At the Federal Reserve Bank of Kansas City,” he says, “we esti- 
mate the ratings and funding advantage for the five largest U.S. 
banking organizations during the crisis, and in 2009, these organi- 
zations had senior long-term bank debt that was rated four notches 
higher on average than it would have been based on just the actual 
condition of the banks, with one bank given an eight-notch upgrade 
for being too-big-to-fail. Looking at the yield curve, this four-notch 
advantage translates into 160 basis point savings for debt, with 2 
years to maturity and over 360 basis points for 7 years to matu- 
rity.” 

This is huge. And it has a highly distorting influence on the mar- 
ket. 

I also notice, Mr. Tarullo, you argue, “An ancillary rationale is 
that additional capital requirements could help offset any funding 
advantage derived from the perceived status of such institutions as 
too-big-to-fail.” 

We had a hearing yesterday regarding too-big-to-fail. And I think 
some very well-meaning people believe that the problem is solved 
by this new Orderly Liquidation Authority. 
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And, of course, according to their logic, because of the new au- 
thority, the institutions will not be perceived as being bailed out, 
and the rating agencies will downgrade those institutions, which is 
going to lead to higher borrowing costs, thus eliminating that sta- 
tus. 

But I don’t believe many of the Fed Governors believe this, and 
I don’t believe many in the market believe it. 

I will start with you. Chairman Bair, and ask you for your per- 
ception on this, and how do you believe the Orderly Liquidation 
Authority impacts the size and scope of this global surcharge in the 
future and this global systemically important financial institution 
surcharge? 

Ms. Bair. I would say too-big-to-fail was a problem pre-crisis. 
There were bump-ups there. The problem is that the bailouts rein- 
force the perception, and so we have seen widening disparities in 
funding costs between small and large institutions. 

We are making progress already. Moody’s has announced that for 
a number of banks on negative watch for downgrade, they are ac- 
tively considering removing the bump-up. 

Mr. Royce. You said they may — 

Ms. Bair. They may; that is right. As we have described before, 
the FDIC and the Fed, through implementation of the living will 
requirement, and thus through our liquidation authority, has a 
case to make and will make that. Yes, this can work, it will work, 
and bailouts will be a thing of the past. 

Too-big-to-fail was well-ingrained into market thinking pre-crisis. 
It has been with us for too long. It is going to take some time to 
get rid of it. But I do think Title II and Title I give us the authori- 
ties to take the steps to get rid of it over time. It is going to take 
some time, but I do believe that. 

Also, I don’t see any alternative. 

Mr. Royce. But let me then go to Mr. Tarullo for his thoughts. 

Mr. Tarullo. Mr. Royce, as Sheila — I will say Chairman Bair for 
the next 22 days, every time I address her — I think Chairman Bair 
has already made the point that it is not an off/on switch. That is, 
we have the orderly resolution authority in place now, which the 
FDIC is implementing. 

As I have suggested, the capital standards are a complement to 
the orderly resolution authority. And in order to get to market dis- 
cipline, I think, actually, both of these things are going to change. 

If you think about it, if you end up in a situation in which 
counterparties truly believe that there is not going to be a bailout 
forthcoming, those who advance credit to very large organizations 
are going to demand higher levels of capital than existed in the 
past. 

So I have regarded the resolution authority and the SIFI capital 
surcharge as complementary, self-reinforcing mechanisms which 
can move us along the road to what I think everybody on the com- 
mittee and everybody on this panel agrees should be the end, 
which is eliminating any too-big-to-fail reality or perception. 

Mr. Royce. I agree that should be our end goal. And the one con- 
cern I have is the way in which the legislation was written. I am 
afraid, in some ways, we may have reinforced it. 
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And I say that because counterparties — you can see it right now 
in the market. Clearly, at the moment, things have not changed, 
in terms of the way too-big-to-fail is being perceived, and you see 
it by the basis point spread in the market. 

But my time has expired, and thank you. 

Chairman Bachus. We will take one more on each side, and 
then, when we come back, we will start with the other members 
who haven’t — 

Mr. Frank. Right. Yes, Mr. Chairman, I think we both agreed on 
that. For our members, when we return, it may be a different 
panel, but we will start the questioning with the — those of us who 
have already asked will not go again. We will start with those who 
haven’t asked. 

Chairman Bachus. And after one witness on each side here, we 
will discharge this panel, so you can look forward to lunch off the 
Hill. 

Mrs. Maloney? 

Mrs. Maloney. Thank you. 

I would like to ask all the panelists about the capital require- 
ments and whether or not they will have a disadvantage on Amer- 
ican firms. 

Specifically, I would like to start with Chairwoman Bair. Section 
165 of the Wall Street Reform Act requires the Fed to impose 
heightened capital requirements on the most complex U.S. banking 
entities. In your opinion, should any SIFI charge adopted under 
Basel III satisfy that requirement? Or should American banks be 
subject to a surcharge in addition to what is required under Basel 
III? 

Ms. Bair. I would defer to Governor Tarullo because the Fed 
does have the authority, but I believe he has said that the Fed is 
going to be taking this up with Basel III. At least for capital, we 
have all made a very, very conscientious effort to make sure that 
the standards are harmonized internationally. 

Mrs. Maloney. And, Governor? 

Ms. Bair. I am sorry — the SIFI surcharge would be on top of 
Basel III. Yes. I thought your question was whether the Fed would 
have something in addition to Basel III. 

Mrs. Maloney. No, the SIFI charge. 

Ms. Bair. Whatever the SIFI charge is that the Basel Committee 
and the Group of Governors and Heads of Supervision agrees to 
will be what the Fed implements here. Is that correct? Yes. 

Mrs. Maloney. So in other words — maybe the Fed should an- 
swer. 

Ms. Bair. Yes, the Fed. 

Mrs. Maloney. The Fed should answer. In other words, are you 
going to put an additional charge? Wouldn’t that be a disadvantage 
for our banks? 

Mr. Tarullo. It would, Mrs. Maloney, it would be an additional 
charge on top of the Basel III standards. But as Chairman Bair 
just noted, it is one that we are working on in the Basel Committee 
to get agreement on internationally so that comparable institutions 
in all the major financial markets would have a comparable sur- 
charge. 
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Mrs. Maloney. That is definitely a good goal. Otherwise, I feel 
that we would he disadvantaged. 

May I ask you and the other panelists whether you believe that 
there is a risk of regulatory arbitrage with the requirements that 
we have in our country? And whether there is any risk that U.S. 
markets and our financial institutions could be placed at a competi- 
tive disadvantage? 

Mr. Tarullo. Shall I start? 

Mrs. Maloney. Yes. 

Mr. Tarullo. Yes, there is always a risk of that. And I think you 
have heard from several of us and a number of your colleagues on 
both sides of the aisle that in the derivatives and margin areas in 
particular, I think a number of us are concerned about that, which 
is why there is a need to accelerate work to get basic convergence 
on that proposition. 

Mrs. Maloney. Would anyone else like to comment? Mr. Gensler, 
since derivatives is your area, could you comment on competitive- 
ness, whether or not we will be at a disadvantage — 

Mr. Gensler. It is a concern shared with every regulator and 
even Treasury here, but I think that there is always that challenge. 
It was one of the reasons why I think this nation didn’t regulate 
this market. It was one of the five or six key assumptions before 
the crisis, well, the markets will just go overseas. 

I do think there is international coordination on and good con- 
sensus on central clearing, on capital, because that is part of Basel 
III. I think we are going to work together on the margining ap- 
proach. I think there is good consensus on risk mitigation tech- 
niques. There is, frankly, a greater challenge on some of the trans- 
parency initiatives. 

We have swap execution facilities. Europe is looking at some- 
thing called OTFs, but those OTFs might be a little different than 
what we are doing here on swap execution facilities. 

Mrs. Maloney. And Chairman Schapiro? 

Ms. Schapiro. Thank you. I would just add, I agree there is, of 
course, always a risk of regulatory arbitrage, but there are also 
very significant incentives among the G-20, among the Financial 
Stability Board members who have put forward the recommenda- 
tions to implement the G-20 commitments, about what needs to be 
done in the OTC derivatives space. 

And while we have a lot of consensus around a lot of issues, 
there are a few, as Chairman Gensler notes — trading platforms and 
transparency regimes I would speak to in particular — where we are 
not exactly in the same place. That is why it is so important for 
us to continue to push, to lead task forces and working groups of 
international regulators, and to persuade others to come to very 
consistent requirements along with the United States. 

Mrs. Maloney. And Mr. Walsh? 

Mr. Walsh. I guess I would just add to what the others have 
said, that commitments have been made to achieve consistency. 
And if we succeed in achieving consistency in the derivatives area 
and the capital area, and, as Governor Tarullo pointed out, if peo- 
ple actually deliver on those commitments in comparable ways, 
then there should not be an arbitrage or a race-to-the-bottom prob- 
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lem. But of course, it is challenging to do that in an international 
context and we will have to work at that. 

We also have to he careful here at home that as we integrate 
some of the Dodd-Frank requirements specific to us and the inter- 
national commitments, that it works well also. 

Mrs. Maloney. My time has expired. Thank you very much. 

Chairman Bachus. Thank you. 

Mrs. Biggert? 

Mrs. Biggert. Thank you, Mr. Chairman. 

I would note that there is not a representative of the insurance 
industry on this panel. So I will ask Ms. Brainard, do you know 
when the President plans to finally nominate an independent in- 
surance expert who will have a vote on FSOC? 

Ms. Brainard. In fact, we have our new Director of the Federal 
Insurance Office, Michael McRaith, in place; I think it has heen 3 
days. 

Mrs. Biggert. You have him, but you don’t have the insurance 
expert who has the vote on FSOC, as you all do. 

Ms. Brainard. I don’t have the answer for you on the timing on 
that, but I will get that for you. 

Mrs. Biggert. All right. Then, critical to the U.S. competitive- 
ness is the FIO person, and I am glad, and he also — I happen to 
be from Illinois, so I am very happy that he is there — ^but so he will 
proceed right away — 3 days he has been there now? 

Ms. Brainard. That is right, and I can get you the information 
on the expert as well. 

Mrs. Biggert. Okay. Because certainly with what is happening 
in USTR on the trade agreements, it is important that he be there. 

And then to all of you, since all of you represent Federal agencies 
that are a part of FSOC, can someone explain their understanding 
of how FSOC’s proposed rules could impact insurance businesses, 
which are regulated by the States? We have no insurance person 
to really let us know. 

Ms. Brainard? 

Ms. Brainard. I think, first of all, the insurance commissioners 
from the States will be represented on FSOC, and as they go 
through the designations process, will be part of that process. 

The other thing that we are working hard on just because this 
hearing is very focused on achieving international consistency, is 
that we already have a representative, the NAIC, on the inter- 
national body, the lAIS. And we are looking forward to having FIO 
represented there as well. 

Mrs. Biggert. Okay. So your resources and staffs are devoted to 
ensuring that the FSOC rules when they are finalized, that taking 
into consideration the uniqueness of the insurance and — 

Ms. Brainard. Absolutely. I think given the importance of the 
State insurance commissioners, that FSOC will proceed in a way 
that takes into account the unique nature of this market and the 
way that it is regulated in the United States. 

Mrs. Biggert. So looking at the Volcker Rule, which several of 
you have addressed here, would insurance businesses be allowed to 
continue to invest in private equity? 

Ms. Brainard. I cannot speak to how the Volcker Rule will be 
applied. As you know, that process is yet to come, and in particular 
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how it will applied, but that is something that is still under consid- 
eration. 

Mrs. Biggert. Mr. Tarullo? 

Mr. Tarullo. The key issue, though, with the Volcker Rule is 
whether or not the depository institution is engaged in the activity 
and then whether any insured institution that is affiliated with 
that entity engaged in the activity. If an insurance company is 
itself not the owner of a depository institution, then it is not going 
to be covered. 

Mrs. Biggert. Okay. 

Chairman Schapiro, would you agree with that? 

Ms. Schapiro. Yes, I would. The Volcker Rule applies to banking 
entities, and so it would depend upon the structure of a particular 
insurance company. 

Mrs. Biggert. Okay. And I would note that before the August re- 
cess, the Subcommittee on Insurance, Housing and Community Op- 
portunity will hold an insurance oversight hearing to further exam- 
ine these related insurance issues. And I hope that by then we 
have a representative on FSOC, which would be helpful. 

With that, I yield back. 

Chairman Bachus. Thank you. 

And Under Secretary Brainard, that is something I think many 
of our members are concerned about, that that position is filled. 
And I know that the Administration has put some ethical consider- 
ations out, but one of them was that they had not been involved 
in insurance operations, which sort of rules out a lot of people with 
experience. 

At this time, the first panel is discharged. We appreciate your 
testimony. And the fact that the hearing was not a long hearing 
doesn’t mean that — we have your testimony, which will be of great 
value to us. And we look forward to working with you in the com- 
ing months as we try to implement Dodd-Frank. 

Thank you. 

The committee stands in recess until votes are over. 

[recess] 

Chairman Bachus. I want to welcome our panelists. The hearing 
will come to order. 

Our second panel is made up of: Mr. Stephen O’Connor, man- 
aging director of Morgan Stanley, and chairman of the Inter- 
national Swaps and Derivatives Association, testifying on behalf of 
the International Swaps and Derivatives Association; Mr. Tim 
Ryan, president and CEO of the Securities Industry and Financial 
Markets Association, SIFMA, and we welcome you, Mr. Ryan; Pro- 
fessor Hal Scott, Nomura professor and director of the Program on 
International Financial Systems at Harvard Law School; Mr. Barry 
Zubrow, executive vice president and chief risk officer of JPMorgan 
Chase; and Mr. Damon Silvers, associate general counsel of the 
AFL-CIO. 

So, Mr. O’Connor, we will start with you. 
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STATEMENT OF STEPHEN O’CONNOR, MANAGING DIRECTOR, 

MORGAN STANLEY, AND CHAIRMAN, INTERNATIONAL 

SWAPS AND DERIVATIVES ASSOCIATION, ON BEHALF OF 

THE INTERNATIONAL SWAPS AND DERIVATIVES ASSOCIA- 
TION (ISDA) 

Mr. O’Connor. Thank you, Chairman Bachus, Ranking Member 
Frank, and members of the committee, for the opportunity to tes- 
tify today. 

I would like to begin by making five key points. 

First, ISDA represents more than 800 members from 56 coun- 
tries. Our broad membership includes corporations, asset man- 
agers, governments, supranational entities, exchanges, and clear- 
inghouses, as well as global and regional banks. 

ISDA and our members squarely support the goals of Dodd- 
Frank and global financial regulatory reform. We have worked 
proactively with policymakers in the United States and around the 
world to this goal. 

Second, we have made and continue to make substantial progress 
in implementing the most important aspects of reform, those relat- 
ing to systemic risk mitigation, such as central clearing and trade 
repositories. 

Third, further improvements can and will be made. And I would 
like to note here that there is a high degree of consistency between 
U.S. regulators and regulators in other major jurisdictions on the 
systemic risk rules relating to clearing and regulatory reporting. 
This is very helpful for market participants. 

On the other hand, there is far less consensus between the 
United States and overseas jurisdictions regarding matters outside 
the systemic risk area. These issues relate primarily to OTC de- 
rivatives market structure, and they are critical to the viability of 
U.S. markets. 

Finally, in addition to the potentially substantive policy dif- 
ferences between the United States and other regulatory regimes, 
there are equally significant timing differences between jurisdic- 
tions, differences that will go a long way in determining the com- 
petitiveness of our country’s markets. 

Turning to some of the key policy differences, we believe that the 
application and effect of U.S. law and regulation should be as even- 
handed as possible with respect to both U.S. and non-U. S. institu- 
tions. And, regrettably, at this point, it seems that there will not 
be equal treatment of U.S. and foreign firms at the institutional 
level. 

In addition, our members are concerned about the potentially di- 
vergent approaches at the jurisdictional level. It appears that other 
regulatory jurisdictions are likely to adopt regimes that differ from 
our own in meaningful and material ways. 

As I have mentioned, these policy differences are not generally 
in the area of systemic risk mitigation, the primary driver of regu- 
latory reform. Instead, they are in the area of market structure. 

Here are some examples of the differences. 

Banks operating in the United States will be forced to comply 
with Section 716 of the Dodd-Frank Act, the so-called “push-out” 
provision, which has no counterpart in proposed European or Asian 
regulations. 
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ISDA supports the removal of Section 716 to resolve the ineffi- 
ciencies, competitive challenges, and increased systemic risk that 
will surely result from such a requirement. 

Another area of difference is with regard to electronic trading 
venues or SEFs. At this point, critical components of the CFTC 
rules for SFFs have no regulatory parallel in Europe or other major 
jurisdictions. 

As I have noted in great detail in my written testimony, these 
rules could adversely impact U.S. competitiveness and the depth 
and liquidity of U.S. markets. And ironically, they will likely harm 
the intended beneficiaries of the new rule, the commercial end- 
users of derivatives. 

Another important point of divergence relates to the proposed 
business conduct rule. The CFTC’s proposal seems to ignore the in- 
stitutional nature of the OTC derivative market. Moreover, the 
standards far exceed the protections required by the statute and go 
well beyond the regulatory framework contemplated in other juris- 
dictions. These rules will further impair the viability of U.S. mar- 
kets. 

Another key issue is the issue of extraterritorial jurisdiction. 
Today, there are serious concerns about the reach of the Dodd- 
Frank Act outside of the United States and into activities under- 
taken overseas. Extraterritorial reach exacerbates the problems 
created by asymmetric rules. Furthermore, it is inconsistent with 
congressional intent in limiting the territorial scope of the new reg- 
ulatory framework for derivatives. 

As I mentioned, there are also meaningful differences in timing 
between the various jurisdictions. It appears that the U.S. financial 
markets will be subjected to a new regulatory framework well be- 
fore other jurisdictions. This will create an uneven playing field 
and could cause capital to leave our shore, and will be harmful to 
U.S. markets. 

To summarize, there are large and growing differences in regu- 
latory reform efforts in the United States and abroad. These dif- 
ferences have less to do with systemic issues — risk issues — and 
more to do with the structure of markets. 

Policy differences that impose significant costs but offer few, if 
any, offsetting benefits, may lead to decreased liquidity, a reduction 
in growth of capital, and the erosion of U.S. competitiveness. These 
losses will be measured in jobs and tax revenues. 

The best way to avoid the issues that I have discussed and to 
protect the competitiveness of U.S. markets is to work with Euro- 
peans and other overseas policymakers to ensure strong, yet har- 
monized, rules that are implemented along the same timeline. This 
will reduce the impact of any temporary or permanent regulatory 
differences between markets and mitigate the damages these dif- 
ferences will cause to the United States. 

Thank you, and I would be happy to answer your questions. 

[The prepared statement of Mr. O’Connor can be found on page 
110 of the appendix.] 

Chairman Bachus. Thank you. 

Mr. Ryan? 
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STATEMENT OF T. TIMOTHY RYAN, JR., PRESIDENT & CEO OF 

THE SECURITIES INDUSTRY AND FINANCIAL MARKETS AS- 
SOCIATION (SIFMA) 

Mr. Ryan. Thank you, Mr. Chairman, and members of the com- 
mittee. 

In my written statement, I have responded to the questions you 
asked in your invitation. So in my oral statement, I want to focus 
on three major issues that significantly warrant special attention. 

It is our hope that Congress will agree with me and press for an- 
swers to questions I will raise through a combination of further 
hearings by this committee and additional study by policymakers 
here and globally. 

First, who are the global systemically important financial institu- 
tions, the so-called G-SIFIs? This is a very difficult question which 
frames subsequent debate, including the capital surcharge debate 
you had this morning, and impacts what actions should be taken 
with respect to such firms. 

Most of us think we know the firms pre-ordained to make the 
list, but at this moment, no such public list exists. We do know 
there is a long list of firms who do not want to be in the G-SIFI 
club. 

There are related questions that need to be asked on this topic. 
One, who decides whether a firm should be on the list? Two, is this 
a domestic decision or a global decision? 

Three, should countries without a G-SIFI have a say in the proc- 
ess? Four, what will be the criterion factors used to make these de- 
terminations? Five, will this process be transparent, fair, and sub- 
ject to review and appeal? 

None of these questions have been publicly answered. 

A second major question we would like to pose, and you talked 
about this all morning, regulators have spent a lot of time focused 
on the need and size of a special additional capital surcharge on 
G-SIFIs to mitigate systemic risk. 

Like the first question, this one has several related questions as- 
sociated with it, such as how large should the surcharge be? What 
types of capital should qualify to meet the surcharge? And will 
there be any mitigating factors or actions which might lessen the 
need for a surcharge? 

Since the financial crisis occurred, policymakers, regulators, the 
financial services industry and consumers have all changed their 
behavior. We have been very busy making the systems changes. 
But the industry and government have failed, really, to understand 
or assess the total aggregate impact of all of these actions. 

It is important for you to understand the enormous amount of 
change taking place in our financial markets today. Other wit- 
nesses will provide you with definitive figures, but it is really im- 
portant to note that in the United States, we have raised more 
than $300 billion of common equity, while repaying TARP with a 
$12 billion profit. The largest banks have significantly reduced 
their average leverage. And loan reserves have increased by over 
200 percent. 

Now, I can go through a long list, but you all know the list of 
Dodd-Frank actions which we are now trying to implement. SIFMA 
alone has filed over 100 comments during this regulatory process. 
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While we are working through the Dodd-Frank changes, which 
significantly modify the banking activities in the United States, we 
are also faced with comparable changes in Basel which we are try- 
ing to work through. 

One point I would like to make that is important, I want to echo 
a comment made yesterday by the General Counsel of the FDIC, 
Mr. Krimminger, which was also discussed this morning, about the 
question of resolution of large systemically important institutions, 
certainly in the United States. 

We worked very hard with this committee to make sure that leg- 
islation was done in an appropriate fashion, and we are hopeful 
that both in the United States and outside the United States, that 
resolution scheme is recognized as something that is viable. 

So as to question two, we would like Congress and the regulators 
to postpone any decision on G-SIFI capital surcharge until the in- 
dustry has had time to implement all of the regulatory changes 
making their way through the system and the affected parties, 
which includes the private sector and government, conduct a study 
to see what impacts this surcharge has actually on the financial in- 
stitutions and on the economy. 

Now, Mr. Chairman, one last comment. In your letter, you asked 
us to specifically comment on accounting convergence. I can say 
that, from a SIFMA standpoint, we are supportive of the conver- 
gence of US GAAP and international accounting standards. 

We are concerned with the application of lEFC standards on off- 
setting, and we welcome the recent pronouncements by the U.S. 
standards setter, the FASB, supporting the US GAAP standard 
that allows netting. 

Again, thank you for holding this hearing and asking me to tes- 
tify. 

[The prepared statement of Mr. Ryan can be found on page 121 
of the appendix.] 

Chairman Bachus. Thank you. 

Professor Scott? 

STATEMENT OF HAL S. SCOTT, NOMURA PROFESSOR AND DI- 
RECTOR OF THE PROGRAM ON INTERNATIONAL FINANCIAL 

SYSTEMS, HARVARD LAW SCHOOL 

Mr. Hal Scott. Thank you. Chairman Bachus, and members of 
the committee. 

I am testifying in my own capacity and do not purport to rep- 
resent the views of any organizations with which I am affiliated, 
although much of my testimony is based on work of the Committee 
on Capital Markets Regulation. Indeed, for the last 6 years, the 
committee has been tracking and making recommendations to 
strengthen the competitiveness of our capital markets. 

Let me address the issues you called on us to comment on. 

Let me begin with the Volcker Rule. The Volcker Rule was 
passed with the hope of Chairman Volcker that other nations 
would follow us. None have. 

This rule was ill-advised from the start, because proprietary 
trading was not responsible for the financial crisis. Indeed, it was 
a source of profitability. 
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Now, it could have the effect of making U.S. firms less competi- 
tive internationally. There is still time to dampen its potential ef- 
fect, however, because defining the precise boundaries of the prohi- 
bition falls to regulators. They can, and should, take a narrow ap- 
proach in defining proprietary trading to preserve our competitive- 
ness. 

For the derivatives rules, there are major areas in which the 
U.S. proposals diverge from the proposals of the E.U., our major 
competitor in this area. The differences include standards for mem- 
bership in and ownership and control of clearinghouses, the scope 
of the end-user exemption, and possibly accounting standards. 

We should put aside for now the initiatives we are taking that 
are in conflict with the E.U. These areas can be defined in concert 
with the E.U. and should be the subject of efforts to harmonize our 
approaches. 

In the meantime, we can implement the non-conflicting initia- 
tives on an appropriate timetable. And, as you know, the CFTC has 
called for comments on proper sequencing. We may have to make 
some compromises, as will the E.U. But it is not credible for us to 
say, “our way or the highway.” 

For capital requirements, we are now in the third version of the 
capital accord, the Basel Capital Accord. Although it is very dif- 
ficult to precisely quantify the economic impact of Basel III, we 
know it will affect GDP in only one direction — down, perhaps up 
to $951 billion in the U.S. alone, between 2011 and 2015, according 
to one estimate. 

Although Basel III is an international initiative, it has differen- 
tial impact in different countries. Testimony earlier today by Acting 
Comptroller of the Currency Walsh and of Governor Tarullo frank- 
ly acknowledges this problem. But beyond the uniformity problem, 
we should have learned a big lesson from our experiences with 
Basel I and Basel II. 

The ability of Basel to determine the right amount of capital for 
a given risk is highly questionable. Basel III is not a silver bullet. 
Far from it. In my view, we should use the long full phase-in in 
time provided by the Basel III rules to re-examine how these rules 
can be more effective and implemented in a fashion to minimize 
differential impact. 

Next, I want to discuss designating SIFIs, or systemically impor- 
tant financial institutions. Dodd-Frank requires FSOC to designate 
non-bank firms as systemically important and thus subject to Fed 
supervision, along with the $50 billion-plus banking organizations 
which are already subject to Fed supervision under I)odd-Frank. 

Other countries are going through a similar designation process. 
Different approaches to designation and different SIFI surcharges 
could have a major competitive impact. Thus, we should have a 
global approach here. Our national process should be tightly coordi- 
nated with the work of the Financial Stability Board, the oper- 
ational arm of G-20. 

Finally, resolution of failed financial firms remains an important 
and difficult issue with competitive implications. Chief among 
these is that divergent positions on bailouts will alter the cost of 
capital. Countries more willing to bail out banks will lower their 
cost of capital. 
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We learned this from our competition with Japan before its lost 
decade. Furthermore, many large banks have significant cross-bor- 
der operations, and their failures can affect all the countries in 
which they operate. Some countries ring-fence the assets of their 
local banks to protect local creditors. Those banks could get a com- 
petitive edge as well. 

We should continue to work with the FSB to achieve as inter- 
nationally coordinated approach to these resolution issues as pos- 
sible. 

Thank you, and I look forward to your questions. 

[The prepared statement of Professor Scott can be found on page 
156 of the appendix.] 

Chairman Bachus. Thank you. 

Mr. Zubrow? 

STATEMENT OF BARRY ZUBROW, EXECUTIVE VICE PRESI- 
DENT AND CHIEF RISK OFFICER, JPMORGAN CHASE & CO. 

Mr. Zubrow. Thank you, Mr. Chairman, and members of the 
committee. My name is Barry Zubrow, and I am the chief risk offi- 
cer of JPMorgan Chase. 

In the wake of the financial crisis, numerous steps have been 
taken to reduce system risk in U.S. banking. Since some of my tes- 
timony was quoted so extensively earlier today, I won’t repeat 
those portions now. However, the important lesson to draw from all 
the actions taken in the last few years is that capital is one tool, 
but certainly not the only tool, nor is it a cure-all for ensuring that 
there is not a recurrence of a financial crisis. 

JPMorgan Chase is not trying to avoid regulation, but we do 
have serious concerns that the regulatory pendulum has swung to 
a point that risks hobbling the competitiveness of our financial sys- 
tem and of our economy. 

Basel III is a dramatic increase in capital standards, focused ex- 
clusively on the largest banks. It focuses particularly on trading 
and other assets likely to produce systemic risk. 

At this point, the best course for the system is not adding a sur- 
charge on top of the Basel III standards, but rather ensuring that 
liquidity, derivatives, and other rules are written right and applied 
globally. 

One year after Dodd-Frank, other countries are still debating 
whether to follow suit. And there are indications they will not, in 
many areas. Lack of international coordination on derivatives and 
the potential for extraterritorial application of the U.S. rules could 
prevent U.S. firms from serving our clients overseas. 

There is already evidence that Basel III will not be enforced as 
stringently abroad as it is here. Nowhere has change been more 
profound than in the area of capital, where U.S. banks face a dra- 
matic increase under Basel III. 

And I should emphasize that these increases effectively apply 
only to the largest banks. To illustrate, JPMorgan Chase entered 
the financial crisis with capital sufficient not only to weather the 
crisis but also to make acquisitions and to continue our lending ac- 
tivities. 

The new Basel III rules would require us to hold as much 45 per- 
cent more capital than we did during the crisis. 
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Let me be clear. JPMorgan Chase supports Basel III capital 
standards. However, we believe that a G-SIFI surcharge on the 
largest U.S. banks would be excessive and could impede economic 
growth. 

Draconian capital requirements come at a cost for U.S. competi- 
tiveness and economic growth. Requiring capital at a level above 
Basel III will force large banks to either reduce their balance 
sheets, increase prices or abandon more capital-intensive activities. 

For example, we estimate a hospital requesting a standby letter 
of credit could see its costs go up by as much as 30 percent. Or a 
small mid-market client could see increases of as much as 20 per- 
cent on a revolving line of credit. 

In conclusion, our holistic approach to risk management was one 
of the key reasons JPMorgan weathered the financial crisis as well 
as we did. 

My responsibility as chief risk officer is to look at all of the 
bank’s activities across all markets. We believe the FSOC was in- 
tended to serve in effect as the chief risk officer for the financial 
system, analyzing and coordinating the impact of regulation on 
safety and soundness, but also on economic growth and competi- 
tiveness. 

We believe that before any capital surcharge is imposed, the 
FSOC should review and report on the global regulatory reforms 
that have already been enacted and their impact on competitive- 
ness, whether existing capital standards are being evenly applied, 
and the cumulative impact of existing regulations on safety and 
soundness as well as economic growth. 

We would expect that such an analysis would demonstrate that 
a G-SIFI surcharge is unwarranted. 

Thank you very much, and I look forward to answering your 
questions. 

[The prepared statement of Mr. Zubrow can be found on page 
222 of the appendix.] 

Chairman Bachus. Thank you, Mr. Zubrow. 

Let me say that Ranking Member Frank acknowledged that he 
only read small inserts which were most favorable to him. And we 
pointed out some of the things that were not so in line. 

Mr. Zubrow. We appreciate that. And I am sure that he and oth- 
ers on the committee will take my testimony in its entirety. 

Chairman Bachus. And, actually, since he likes your testimony 
so much, I don’t think we will have any problem getting him to go 
along with some of these suggestions. 

Mr. Zubrow. We certainly hope that he will be as enthusiastic 
about the conclusions as about the premise. 

Chairman Bachus. Thank you. 

Mr. Silvers? 

STATEMENT OF DAMON A. SILVERS, POLICY DIRECTOR & SPE- 
CIAL COUNSEL, AMERICAN FEDERATION OF LABOR AND 

CONGRESS OF INDUSTRIAL ORGANIZATIONS (AFL-CIO) 

Mr. Silvers. Yes, thank you, Mr. Chairman. Good afternoon. I 
appreciate, on behalf of the AFL-CIO and Americans for Financial 
Reform, the opportunity to testify. The Americans for Financial Re- 



43 


form is a coalition of over 250 organizations which represent well 
over 50 million Americans. 

In an age of global markets, any serious effort to ensure that we 
do not repeat the experience of 2008 must include the establish- 
ment of an international regulatory floor. Otherwise, every coun- 
try’s financial institutions are vulnerable to contagion from radi- 
cally unregulated markets, as Iceland, Ireland, the United King- 
dom, and the United States proved in 2008. 

However, minimum standards are inevitably weaker than more 
effective national efforts. That is why they are called minimum 
standards. 

The United States, for example, has moved more rapidly on de- 
rivatives regulation than Europe has, but has been less aggressive 
with private pools of capital like hedge funds and private equity. 
And we have been faulted by European regulators for the weakness 
of our approach to regulating executive pay in financial firms. 

And so while we hear this afternoon about the possibility that 
business would leave the United States because of the strength of 
our regulatory effort, over in Europe, parallel threats are being 
made about financial activity moving to the United States as a re- 
sult of the strength of European regulatory efforts. 

Nonetheless, today the big banks have come seeking help from 
Congress yet again. They say that Dodd-Frank is too tough com- 
pared to foreign regulation. 

It seems odd that a group of firms that the American public so 
recently rescued from imminent bankruptcy now, amid 9 percent 
unemployment and after 7 million foreclosures, after record bo- 
nuses and amid rising CEO pay, think that they are the people 
whom Congress needs most to help right now. Nonetheless, here 
we are, and so I will now address the banks’ specific arguments. 

On derivatives, we have heard that by requiring that capital be 
posted and that there be disclosure on pricing, we will drive deriva- 
tives trading away from U.S. institutions. 

This type of argument has been used to oppose virtually every 
effort to regulate finance for at least the last century and perhaps 
longer. It sounds plausible, but it is historically wrong. 

As a general matter, capital markets activity flows through well- 
regulated markets, where market participants have confidence in 
their counterparties and can benefit from transparent pricing. 
Radically deregulated markets attract brief bubbles before their in- 
evitable comeuppance. 

In addition, there are some kinds of derivatives businesses that 
we do not want. We do not want the next AIG, the next seller of 
bond insurance without any capital to back it to be a U.S.-based 
firm. We should not want the United States to retain a dominant 
position in derivatives by guaranteeing that derivatives dealers’ 
monopolistic profits at the expense of our real economy. 

We have heard today that the Volcker Rule in Section 716 of 
Dodd-Frank will impair the competitiveness of U.S. financial insti- 
tutions, apparently by lowering their rates of return. 

This argument ignores the basic principle of investing that seek- 
ing higher returns exposes a firm to greater risk. Moving up the 
risk-return curve is not a good idea for a too-big-to-fail institution, 
though it is in the interest of the executives of those firms with 
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stock-based compensation who benefit from the heads-I-win, tails- 
you-lose nature of allowing systemically significant FDIC-insured 
firms to place bets in the securities markets. 

On capital requirements, the Basel III process envisions basically 
a one-size-fits-all risk-based capital requirement system back- 
stopped by an absolute leverage limit of 33:1, an extraordinary 
high level. 

Here, Congress should ask, do we want the United States to have 
a robust, size-based system of capital requirements for our banks, 
or do we want to be no better than the global minimum standard 
that does not impose higher capital requirements on larger institu- 
tions, thereby not addressing the problem of too-big-to-fail? 

Finally, we hear that we cannot implement the resolution au- 
thority process envisioned in Dodd-Frank until we have a com- 
prehensive international resolution authority. 

This argument is a red herring and will be used in the future 
to promote new bailouts. It is a red herring, because the resolution 
process in Dodd-Frank is fundamentally focused on the parent com- 
pany, not its foreign subsidiaries. The breakup and wind-down of 
the failed U.S. parent occurs entirely within U.S. law. 

Now, real progress has been made toward a global financial regu- 
latory floor. Great credit goes to the witnesses in the first panel, 
particularly to Governor Tarullo and his colleagues at the Fed for 
their work on Basel III. 

But a minimum standard is just that, a minimum. 

The measure of U.S. financial regulatory policy should not be 
whether we manage to meet the global minimum. The measure 
should be whether we have ensured that the financial system is a 
contributor to sustained, balanced growth in our real economy. 

International deregulatory whipsawing and infinite delay of the 
kind recommended today by my fellow witnesses may temporarily 
increase some bank profits, but the price will be another cycle of 
economic crisis and job loss. 

Thank you. 

[The prepared statement of Mr. Silvers can be found on page 183 
of the appendix.] 

Mrs. Biggert. [presiding]. Thank you. 

And thank you all for being so patient as we left this morning 
to go vote and finally came back. The chairman and the ranking 
member had agreed that we would not start at the top again, but 
would go to those who are here who did not have the opportunity 
to ask a question this morning. 

So we will go to Mr. Luetkemeyer from Missouri, who is recog- 
nized for 5 minutes. 

Mr. Luetkemeyer. Thank you. Madam Chairwoman. 

Mr. Ryan, with regard to the Foreign Account Tax Compliance 
Act, FATCA, I was going to talk to Ms. Brainard about it, but since 
it is affecting you and your industry, I would like to pose a ques- 
tion to you with regards to under FACTA, the firms will be re- 
quired to report to the IRS on U.S. clients or face a heavy with- 
holding tax on U.S. assets and treasury bonds. 

As a response, many have indicated that they will either sell all 
of their assets, form subsidiaries that will not touch U.S. assets, or 
stop buying U.S. bonds. This will undoubtedly hurt companies not 
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only in my State but across the Nation. And we are curious as to 
what steps that you see that the Treasury Department needs to do 
to prevent FATCA from having a negative impact on U.S. capital 
markets. 

Mr. Ryan. And I will be able to move quickly on this issue, be- 
cause we have multiple committees working on this issue, and we 
have not come to a conclusion. So what I would like to be able to 
do is to submit our views for the record after the hearing. 

Mr. Luetkemeyer. Okay. 

It could have a major impact on the ability of investments being 
made by foreign entities and Americans who are purchasing 
through their foreign entities into this country. And that can have 
a dramatic impact on the amount of capital that is available in the 
marketplace if suddenly the foreign entities stop purchasing. So I 
think it is a pretty pertinent question to the title of the hearing 
today, and I appreciate that. 

With regard to the fiduciary rule that is coming out of DOL, of 
all places, with regards to the ability of some securities folks to be 
able to sell different types of securities, what do you think we need 
to do with that one? 

Mr. Ryan. You probably look at my resume, because I have re- 
potted myself many times in my — during the Reagan Administra- 
tion, I was solicitor of labor so I have had a lot of experience with 
ERISA and a lot of experience with the DOL. 

We have spent quite a bit of time with the Department of Labor 
and other bureaus of the government, basically, trying to get the 
Department of Labor to withdraw their proposal and re-propose. 
We would like to see it better coordinated with other similar work 
that is taking place now with the Securities and Exchange Com- 
mission as a result of Dodd-Erank. 

And we are especially concerned about their effort to, for the first 
time ever, regulate at the Department of Labor IRAs. 

Mr. Luetkemeyer. Okay, Professor Scott, you deal a lot with — 
you are director of the program on international financial systems 
at Harvard. I am just kind of curious, what is your thought process 
on the — with Dodd-Erank, it seems as though we have a lot more 
connectivity between all the different larger institutions. They have 
gotten bigger, and by putting other weaker institutions that ab- 
sorb — to me, they have gotten bigger and weaker. 

In discussing this with a number of panels over the last several 
months, we have seen the connectivity between our banks here and 
those countries over in Europe, especially some that are in trouble. 

And this morning we saw that Greece — the headlines in the 
paper, anyway, with Greece indicates — one article had a 50/50 
chance that they would default. I think Moody’s made the comment 
this morning that there was a 50/50 chance they would default. 

What do you see as the impact of that? I know we are talking 
about regulations here going in that direction, but the impact of 
them coming this direction, our ability with this Dodd-Erank bill, 
which has caused the connectivity of all these banks to be even 
greater and now connected over there, how is that going to impact 
everything? Can you kind of shed some light on it? 

Mr. Hal Scott. You are focused on the issues going on in Europe 
and what their impacts are here. 
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Mr. Luetkemeyer. Right. We also have some regulatory issues 
here that have, I think, impacted that by tying everybody together 
even to a greater extent. 

Mr. Hal Scott. I think American banks hold a lot of sovereign 
debt of the countries that we are talking about, directly or indi- 
rectly, or have derivatives of such debt. While I have not studied 
this in depth, I believe that there would be — if we were talking 
about any kind of restructuring or default of that debt, which, of 
course, is in the midst of argument at the moment — that we could 
expect that it would have some impact on our banking system. 

That being said, it would have a lot more impact on European 
banks in terms of their holding of this debt. So, overall, whether 
it would rise to the level of real concern, I don’t know, because I 
haven’t looked at the statistics enough. But I would think we would 
have some concern with the impact on our banking system. Wheth- 
er it is severe or not, I don’t know. 

Mr. Luetkemeyer. I see my time is over. 

But I would think it would have a pretty significant impact when 
you have — I think the latest figure I saw was $1.3 trillion worth 
of investments from our banks in those countries’ bonds. That is 
pretty significant. And if the domino effect keeps going, we are 
going to be at the end of this line of dominoes. 

So thank you. Madam Chairwoman. 

Mrs. Biggert. Thank you. 

Mr. Miller? 

Mr. Miller of North Carolina. Thank you. 

Mrs. Biggert. Five minutes. 

Mr. Miller of North Carolina. Thank you. 

I joined this committee in 2003, and I remember that by the end 
of 2006, certainly early 2007, it was very apparent that there was 
an enormous problem in subprime mortgages, that there would be 
an enormous number of defaults, an enormous number of fore- 
closures, that because house prices had stopped appreciating, it 
would not be possible for homeowners to sell their homes or refi- 
nance their homes. 

And we were assured by the financial industry throughout 2007, 
really through September of 2008, that there was nothing to worry 
about, everything was under control. 

Because of that experience, I have not always known who to be- 
lieve since then. And I may very well have disbelieved some things 
that people told me that were true as a result of that experience. 
But it is very hard to tell what the liability of some of the banks 
really is for what is going on in mortgage securitization. 

Mr. Silvers, if you may change hats for a second, the Congres- 
sional Oversight Panel said in November of last year that the po- 
tential liability for the chain of title issues for mortgages that 
ended up in securitized pools was sufficiently serious and uncertain 
that it could threaten solvency of the banks. Sheila Bair said 
roughly the same thing just a month ago. 

And within the last few days, it appears that the New York at- 
torney general is investigating Bank of America, at least, for those 
very violations or potential violations. 
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Mr. Silvers, what is your current estimation of the potential li- 
ability of the securitizers, which were the biggest banks, for chain 
of title issues? 

Mr. Silvers. As you said, the Congressional Oversight Panel’s 
report on this matter, the panel which I was the vice chair of, 
found that there were certain key issues that we could not answer, 
partly because we did not have the investigative authority and 
partly — somewhat complex legal issues. 

However, the statements that you were quoting, which I believe 
is still the case, is that if it turned out to be true that systemically 
title was not properly conveyed to the liens on the properties that 
had been securitized, and that if it was also true as a matter of 
law that the lien did not follow in some equitable fashion the note, 
then that would implicate a series of very significant issues associ- 
ated with the REMIC doctrine in our tax code. And it would also 
implicate some questions in New York trust law. 

If all those things went wrong — meaning wrong from the per- 
spective of causing liability — and it turned out that effectively the 
properties in the securitization trust did not have — that the trust 
did not have liens — 

Mr. Miller oe North Carolina. Instead, they were mortgage- 
backed securities. They were unsecured debts. 

Mr. Silvers. Right. They were mortgage-backed. If it turns out 
that the mortgage-backed securities were not mortgage-backed and 
it turned out that could not be cured as a result without incurring 
vast tax liabilities for breaching the REMIC structure, then poten- 
tially between the tax liabilities involved and the possibility that 
the holders of the mortgage-backed securities would be able to call 
upon their right to repurchase the loans at face value, that you 
would be talking about liabilities back to the securitizers, the insti- 
tutions that put those trusts together in the multiple hundreds of 
billions of dollars, well in excess of the numbers that were cited by 
my fellow panelists in terms of new capital raised by the banks. 

Mr. Miller of North Carolina. Mr. Zubrow, how has 
JPMorgan Chase reserved for that potential liability? 

Mr. Zubrow. I think, as Mr. Silvers responded to your question, 
there is a long chain of different things that might have to have 
happened in order for that liability to actually have come about. 
And so, we certainly do not think that whole long series of events 
actually did occur. And I would say if — 

Mr. Miller of North Carolina. So you see it as a long shot, 
and you have reserved it. If at all, it is a long shot. 

Mr. Zubrow. That would be correct. 

Mr. Miller of North Carolina. Okay. 

Let me ask you about other pending litigation. There are a cou- 
ple of insurers of the bond, AMBAC, another that has sued 
JPMorgan Chase really for conduct of Bear Stearns, that Bear 
Stearns sold mortgage-backed securities, but then pursued claims 
against the originators of the mortgages to buy the mortgages back, 
and instead of making them buy it back, took monetary damages. 

Even though they no longer had equitable — excuse me — bene- 
ficial ownership of the mortgages, they kept that money and said 
not a word to the investors. That lawsuit appears to be pending. 
It is perhaps moving to trial this fall. 
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How has JPMorgan Chase reserved for that litigation? 

Mr. ZUBROW. I am generally familiar with some of the litigation 
in that area. I don’t know off the top of my head the exact way that 
we have assessed the potential or possible liability under that case, 
which as you noted, originated originally with activities that Bear 
Stearns pursued. But we would certainly be happy to get back to 
you and give you a specific answer. 

Mr. Miller of North Carolina. Okay. 

Mrs. Biggert. The gentleman’s time has expired. 

The gentleman from Arizona, Mr. Schweikert, is recognized for 
5 minutes. 

Mr. Schweikert. Thank you. Madam Chairwoman. 

I don’t know if any of you were able to hear some of the testi- 
mony this morning, but one of our current pop culture phrases is 
“regulatory arbitrage.” And I was going to actually start with Mr. 
Scott, since I thought we will go from the academic. 

Will you give me, first, some international, but also even some 
domestic examples? 

Mr. Hal Scott. Yes, examples of regulatory arbitrage. We have 
had many in our history. When the United States imposed very 
tough requirements on banks in this country in the 1970s, we 
spurred the creation of London as an international banking center. 

When the United States, in my view, overregulated its equity 
capital markets, and our committee has documented this exten- 
sively, a lot of the business in those capital markets, in the equity 
capital markets moved abroad, and particularly to London again. 

And the severity of this is once you get whole businesses moving 
someplace, even if we readjust our policies or London gets more ag- 
gressive on theirs, people don’t come back. They kind of stay where 
they are. So I think we have had a number of very important ex- 
amples of regulatory arbitrage in the history of our financial sys- 
tem. 

Mr. Schweikert. Okay. 

Madam Chairwoman, to the panel, and actually it was Congress- 
man — is it Miller? — who was just speaking, who actually just 
kicked off one of my heads. And I can actually sort of think of 
something domestically, and tell me if this is actually true. And 
this might be appropriate for my friend from Chase. 

If I am in a State that has a 91-day deed of trust default, com- 
pared to a State that may use a mortgage document that has a 6- 
month right of redemption, should there not be a difference in the 
pricing of those loans, a 30-year home loan between those two ju- 
risdictions? If both of those actually have a regulatory arbitrage, 
just in the — might threaten my cost of a foreclosure and my liabil- 
ity. 

Mr. ZuBROW. I think that you are certainly correct that, given 
the application of individual State laws, and in some instances in- 
dividual county laws, to the home financing marketplace can have 
an impact upon how we assess risk and ultimately would expect 
that risk to be reflected in the marketplace. 

I think in addition it is worth noting that, going back to your 
question about historical examples of regulatory arbitrage, there 
certainly was a significant amount of regulatory arbitrage in the 
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United States through the disproportionate oversight of different fi- 
nancial institutions. 

And certainly one of the things that we now have is the fact that 
the Federal Reserve Board has overall responsibility for oversight 
and supervision of the large financial institutions in order to avoid 
that sort of arbitrage. 

I would cite on the international side that one of the things that 
we are very concerned about is a form of regulatory arbitrage be- 
tween different countries, where different supervisors and regu- 
lators will apply different standards for measuring risk-weighted 
assets under the Basel III accord such that the application of mod- 
els and analysis of risk-weighted assets may result in a lower rat- 
ing or lower ranking of risk in some jurisdictions than what we 
would anticipate will be applied here in the United States. 

Mr. SCHWEIKERT. Okay. If I have that different risk ranking, how 
much of that is also in the quality of, we will call it enforcement? 
If I have, whether it be a derivative trade or a home mortgage, if 
I have a different enforcement of the rules in Greece or someplace 
in Europe compared to if I do in Iowa, how much will you look into, 
when you are doing risk analysis, not only saying, “Okay, we lined 
up on Basel III rulemaking, but we believe there is a failure of en- 
forcement?” 

Mr. ZUBROW. I think that is a very good question. Congressman. 
And certainly that does need to be a factor in our analysis of how 
we assess risks that we take in different jurisdictions and cer- 
tainly, in the potential for enforceability of contracts around the 
world. 

Mr. ScHWEiKERT. Okay, if anyone else has something to educate 
us in our — 

Mr. Ryan. I don’t want to take anybody’s time, but could I make 
one comment. Madam Chairwoman? 

Mrs. Biggert. Mr. Ryan, yes. 

Mr. Ryan. Thank you. 

For us, I think this is not specifically regulatory arbitrage, but 
we are in the middle now of trying to implement Dodd-Frank, 
which is a massive assignment for the government and for the in- 
dustry. And disparate application of Dodd-Frank by various U.S. 
agencies is a real issue. 

We have recently sent a letter to Secretary Geithner outlining 
over 20 absolute dead-bang conflicts in regulation that are now 
being offered by various U.S. agencies. 

And to Mr. Zubrow’s comment about FSOC, we actually thought 
that. That is why FSOC was created within Dodd-Frank, to resolve 
those types of issues. So you don’t have to go beyond the borders 
of the United States to find conflicting application of the same law. 

Mr. SCHWEIKERT. Okay. Thank you. Madam Chairwoman. Thank 
you for letting me — 

Mrs. Biggert. The gentleman’s time has expired. 

Mr. Carney from Delaware is recognized for 5 minutes. 

Mr. Carney. Thank you very much. Madam Chairwoman. I just 
joined the hearing. I just walked in, so I missed all the lead-up to 
this. 

But I was present here this morning when we had the panel of 
regulators and the discussion. Most of the discussion this morning 
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was on the cumulative effect of Dodd-Frank regulations and so on, 
capital and liquidity requirements. 

And Sheila Bair in particular said that she thought that the cap- 
ital requirements were on the low end, and the Governor from the 
Fed, Mr. Tarullo, I spoke with afterwards, and he suggested that 
he agreed. We had some back-and-forth on that. 

And I would like to know — this question may not be germane to 
the discussion that preceded my arriving, but we have some exper- 
tise at this panel and I would like your view on that question, if 
I could. 

Please? 

Mr. Silvers. The answer to this question is not simple, in part 
because of the exchange that just occurred. If your capital require- 
ment — if you are looking at risk-weighted capital requirements and 
you get into the interstices of that and it turns out that risk- 
weighting is being used essentially to pretend that you don’t have 
risks that you do have, as we saw under Basel II around mortgage- 
backed securities, for example, then you may look like you have 
really strong capital requirements, but you don’t. Okay? 

With Dodd-Frank, some of this is still being put in place. There 
are some very important principles in Dodd-Frank that are very 
good. One of them, for example, is at least Dodd-Frank embodies 
the principle of size-based capital requirements, that we have just 
learned that we tend to like to bail out large institutions, so we 
charge them a higher capital rate. 

That counterbalances for the fact that their cost of capital is sub- 
sidized by the market perception that they are going to get bailed 
out. So it is a good thing. 

Mr. Carney. If I could stop you there, one of the questions that 
I had of Governor Tarullo was just that — those SIFIs that are on 
the borderline, and whether or not they would be subject to the 
same capital requirements of the big, big SIFIs, if you will. 

And the answer was no, that there was a gradation there, and 
it seems to me that you are addressing that. 

Mr. Silvers. I think sliding-scale capital requirements are a 
really, really good idea. I think that a cliff structure or a binary 
structure, you get into this argument of, “I am on the line.” 

Mr. Carney. Right. 

Mr. Silvers. And the sad thing about people who are on the line 
is is that when they are setting the rules, they are likely to be ex- 
empted. And then when the crisis comes, they are likely to be 
bailed out. 

If you have more of a continuous approach — the kind Governor 
Tarullo, I think, spoke to you about — then you are more likely to 
have a consistent approach. 

Mr. Carney. Others? Please? 

Mr. ZUBROW. So I think that the — 

Mr. Carney. By the way, your name and your paper was quoted 
profusely by the ranking member, I might say. And somebody 
asked whether it came on Valentine’s Day with a box of chocolates. 
And he said, “No, the candy didn’t come with it.” I say that in a 
complimentary way, if I might. 

Mr. ZuBROW. We did have some comment about that with Chair- 
man Bachus earlier when the panel started. And I think that it 
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was acknowledged that the ranking member selectively quoted 
from the paper, and we hope that he will also endorse the conclu- 
sions of the testimony, as well as the premise of it. 

I do think that the question of capital is a very important one. 
And as we tried to say in the written testimony, and as I said here 
earlier this afternoon, capital is one tool in the overall framework 
of how large, systemically important institutions have to be regu- 
lated and managed. 

But it is not the only tool. And the Basel III capital levels that 
are being enacted at a 7 percent level of tier one common equity 
are much larger than what any of the financial institutions oper- 
ated under, going into the financial crisis. 

For JPMorgan Chase, that would be an increase of roughly 65 
percent to meet the Basel III standards above what the prior min- 
imum standards were. And, in fact, we think that the Basel Com- 
mittee and the implementation of Basel III has done an enormous 
amount to both increase the amount of capital in financial institu- 
tions, but also the quality of that capital, which is equally impor- 
tant. 

And, our view is at this point in time to add an additional SIFI 
surtax on top of that is both unnecessary, but also has the oppor- 
tunity to threaten growth in the economy, which we think would 
be very dangerous to the financial system. 

Mrs. Biggert. The gentleman’s time has expired. 

The gentleman from Illinois, Mr. Manzullo, is recognized for 5 
minutes. 

Mr. Manzullo. Thank you. Madam Chairwoman. 

By a showing of hands, could you tell me how many of you here 
agree with this statement? Proprietary trading and private equity 
and hedge fund investing were not responsible for the financial cri- 
sis, and, indeed, were the source of profitability to banks during 
the crisis. The losses to banks resulted from bad housing loans and 
investments in pools of those loans, traditional banking activity. 

How many would agree with that statement? 

Mister — 

Mr. Hal Scott. I am glad they are endorsing my position. 

Mr. Manzullo. You got it. 

Mr. ZUBROW. I was going to say — 

Mr. Manzullo. Those are your words on page 4. 

Mr. ZuBROW. It sounded familiar from prior testimony. 

Mr. Manzullo. And did you notice how deliberatively he raised 
his hand? 

Mr. Ryan. It is really a payoff. We all hoped we could get a de- 
gree from Harvard — 

Mr. Manzullo. Is that what it is? 

But, Professor Scott, that is a very simple answer to a very com- 
plex issue, and I agree with that 100 percent. 

If the Fed had exercised appropriately its jurisdiction over in- 
struments and underwriting standards and not waited until Octo- 
ber 1st of 2009 to set forth the rule that requires written proof of 
a person’s earning, would we be in this mess now? 

Mr. Hal Scott. I am not really prepared to answer that specific 
question, but I think the thrust of it is that the standards for mak- 
ing loans were low. People got caught up in the bubble. 
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This has happened over and over in the history of banking. Peo- 
ple get enthusiastic, they lower the standards, they think things 
are going to keep going on as they are, and, boom, there is a burst, 
people are caught short — and almost always in lending, which is 
the core function of banks. 

So the point I was making is this is still anther crisis about lend- 
ing, really, not a crisis about private equity, hedge funds or propri- 
etary trading. 

Mr. Manzullo. And you state that so correctly. I am sorry, you 
are in a — no, go ahead. 

We had before this committee and before the House in 2000 a 
GSE reform bill, and it didn’t go anywhere. In 2005, we had a GSE 
reform bill with the Royce amendment that really would have 
tightened things up with regard to lending. That didn’t go any- 
where. It passed the House, but didn’t go into the Senate. 

We had numerous hearings here with the president of Fannie 
Mae showing how they cooked the books in order to make them- 
selves eligible for the pensions down to two or three mils to come 
within that particular window. 

It just appears to me that the evidence was out there. Both 
Presidents Bush and Clinton encouraged the GSEs to buy up 
subprime and Alt-A loans into these packages. 

And the reason I quoted your statement — and I am glad you rec- 
ognized that you are indeed the author of that sentence on page 
4 — is the fact that that really is the core reason for why we are in 
this financial crisis today. 

Dodd-Frank addresses a lot of issues, and that is fine and they 
are interesting. But do you believe that the power existed within 
the Federal agencies that they could have stopped these bad loans 
from taking place in the first place, without any further legislation? 

Mr. Hal Scott. I definitely think they had the power to maybe 
not stop them, but certainly raise the standard for making loans. 
That is the essence of bank supervision. 

So if a bank supervisor feels that the bank is taking too much 
risk, is not controlling its risk, his job is to go to that bank and 
say so. And the bank works with the regulator to try to address 
it. They didn’t do that. 

On the other hand. Congressman, we were all in a housing price 
euphoria. So, looking back it is obvious, okay, but at the time, if 
you really believed housing prices were going to keep going up, 
which almost everybody did, the pressure to raise those standards 
was not very high, and there would be political push-back, in any 
event, if you tried to lower the standards in a way that deprived 
certain people from getting loans. 

So I think that was the reality of it. 

Mr. Manzullo. I appreciate that. 

Wasn’t that a great answer? 

Mrs. Biggert. The gentleman’s time has expired. 

The gentleman from Texas, Mr. Canseco, is recognized for 5 min- 
utes. 

Mr. Canseco. Thank you very much. Madam Chairwoman. 

Mr. O’Connor, you mention in your testimony the divergence in 
rules between the European Union and the United States in re- 
gards to inter-affiliate derivatives transactions. 
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If I understand it correctly, as it currently stands in the United 
States, a financial institution helping one of its affiliates hedge 
their risk through derivatives would essentially have to post mar- 
gin to itself Is that correct? 

Mr. O’Connor. That is currently the case with the proposed rule 
set. In the E.U., currently the commission is considering exemp- 
tions for certain types of inter-affiliate transactions. So, these are 
effectively two subsidiaries of the same parent company. 

In the United States, such an exemption has not yet been given, 
which could result in two parts of the same firm having to clear 
trades between them or post margins between themselves, yes. 

Mr. Canseco. So what we could end up with is that derivatives 
trades, instead of being conducted between a company and its affil- 
iate, they are conducted between non-related companies if the case 
is where an affiliate has to post a margin with its parent company, 
thus increasing systemic risk and flying in the face of what Dodd- 
Frank was intended to do. Is that correct? 

Mr. O’Connor. It certainly would increase costs and not directly 
affect systemic risk. But if such a margin had to be segregated, for 
instance, then that would be taking money off the institution’s bal- 
ance sheet that could ordinarily be put to other uses, such as lend- 
ing or other things that would have a beneficial effect on the econ- 
omy. 

Mr. Canseco. In your opinion, is this worthwhile? 

Mr. O’Connor. No. 

Mr. Canseco. Okay. And does this rule make sense? 

Mr. O’Connor. This rule needs — no, this rule does not make 
sense to me. 

Mr. Canseco. Thank you. 

Mr. Ryan, do you feel the same way, or do you have another 
opinion? 

Mr. Ryan. No, I agree totally with Mr. O’Connor. 

Mr. Canseco. Okay. 

Mr. Zubrow, is that your answer also? 

Mr. Zubrow. Congressman, that is correct. I think that rule does 
not make sense. 

I would also point out that I think your example of how it could 
lead to an increase in systemic risk was really predicated on the 
assumption that instead of having a firm engage with transactions 
with affiliates, that instead a firm might have to in effect do a 
three-legged transaction where it goes outside of its affiliates in 
order to lay off certain risks as a way of transferring risks amongst 
its different entities, which would obviously increase the overall ex- 
posure to risk and credit risk across the system. 

In addition, I think, as you are aware, there are also proposals 
that are competing between what the United States has proposed 
and what it appears Europe is likely to propose as to the types of 
collateral and margin that could be posted for different trans- 
actions, and the U.S. proposals limit the amount of margin that 
could be posted to instruments that are basically denominated in 
U.S. dollars. 

And so therefore, if there is extraterritorial application of the 
U.S. rules to foreign entities, be they affiliates or end customers, 
we would be asking European clients to be posting U.S. dollar seen- 
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rities as opposed to European bond collateral or government collat- 
eral or currency, which would obviously be the natural currency in 
which they would have their assets. 

Mr. Canseco. Let me just clarify what you just said. So even if 
these rules were harmonized across borders, is the restriction and 
cost increase on affiliate trades worthwhile, in your opinion? 

Mr. ZUBROW. If they are harmonized in a way that requires post- 
ing of margin in between affiliates, then we would not think that 
that was worthwhile. 

Mr. Canseco. Thank you very much. 

And I yield back my last 9 seconds. 

Mrs. Biggert. Thank you. 

I will recognize myself for 5 minutes. 

This question is for Mr. O’Connor, and I think Mr. Ryan has had 
some part of this in his statement. 

Does the swap push-out provision decrease market liquidity? And 
does it impair safety and soundness, increase systemic risk, and 
make it harder for the large banks to evolve? 

And are you aware of any country besides the United States with 
a sophisticated derivative market that is planning to adopt such a 
push-out requirement? 

Mr. O’Connor. Thank you for the question. Congresswoman 
Biggert. 

Answering the second question first, no, I am not aware of any 
jurisdiction that is adopting a rule that would be similar to the 
push-out rule. 

And, yes, I agree with those points that you make, namely, that 
requiring banks to move parts of their businesses outside of the 
bank into differently regulated entities adds to systemic risk in the 
sense that these two entities now need to be managed by the bank 
from a liquidity and a capital point of view, and also customers of 
the bank who typically would engage in derivative transactions 
under one agreement, the netted credit exposure, would now have 
to trade across two master agreements, and therefore they are pay- 
ing an increase in counterparty credit risk within the market, 
which adds to systemic risk. 

Mrs. Biggert. But wouldn’t this put us then at a real disadvan- 
tage in the global economy? 

Mr. O’Connor. In my testimony, I included that as one of the ex- 
amples, that it puts the United States at a competitive disadvan- 
tage against, yes. 

Mrs. Biggert. Thank you. 

Mr. Ryan, would you like to comment on that? 

Mr. Ryan. I concur totally with Mr. O’Connor. It is interesting 
that the end result here — not only Dodd-Frank, but some of the 
things that are going on in Basel — that in effect we are pushing 
risk out of the highly regulated, highly capitalized environment 
and into shadows, and it is predictable that in the future, that will 
be an issue. 

So to answer your question, could it or will it increase systemic 
risk, it is entirely possible. 

Mrs. Biggert. So should it be repealed? 

Mr. Ryan. We are not pushing for any repeal of Dodd-Frank 
right now. The industry is really concentrated — 
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Mrs. Biggert. I mean this section, not — 

Mr. Ryan. Section 716? 

Mrs. Biggert. Yes. 

Mr. Ryan. We were against it totally during the enactment of the 
statute. So if it disappeared, we would probably be very happy. 

Mrs. Biggert. All right. 

Then, Mr. Zubrow, your testimony was made a lot of this morn- 
ing. I would just — on page 2 of your testimony, you talk about how 
the regulatory pendulum has swung to a point that the risks are 
hobbling our financial system and our economic growth. 

And you say that U.S. policymakers should focus on how much 
the regulations they propose collectively reduce risk taken by finan- 
cial firms and how this collective impact is likely to result or re- 
duce the economy and job growth and how many of these regula- 
tions are being rejected or deferred by other countries. 

What is putting U.S. firms at a competitive disadvantage? Does 
FSOC have anything to do with this? Is the fact that the FSOC 
members are not coordinating or thinking in the context of the 
global marketplace causing problems? 

Mr. Zubrow. Madam Chairwoman, I think that you are exactly 
correct, that the FSOC has a very important role to play here. And 
it is really within their purview to be able to analyze and assess 
what is the cumulative impact of all the regulations that are being 
proposed under both Dodd-Frank, but also the additional regu- 
latory activities that the different supervisory agencies as well as 
the Basel Committee are imposing upon the financial system. 

And so, I think that it is very important that the FSOC do a 
study in order to really be able to assess what that cumulative im- 
pact is and have we accomplished enough already in order to feel 
comfortable that we have a much safer and sounder banking sys- 
tem? 

Obviously, it is all going to be in how the rules are ultimately 
promulgated and implemented, but so it is very important that we 
constantly step back and look at what that cumulative impact and 
how it is impacting the economy. 

Mrs. Biggert. Thank you. 

And with that, I would ask unanimous consent to enter into the 
record a statement for the record by the Institute of International 
Bankers. 

Without objection, it is so ordered. 

And I think that we will give you a rest here. I think that you 
have been here for a very long time. Unfortunately, we haven’t had 
probably as much time as we would have liked. I think we will re- 
member that maybe sometimes having such an important hearing 
not in what we call getaway day is not the best idea. But we are 
thankful that you stayed and gave such great testimony. We really 
appreciate all that you had to say. 

So I would note that some members may have additional ques- 
tions for this panel, which they may wish to submit in writing. And 
without objection, the hearing record will remain open for 30 days 
for members to submit written questions to these witnesses and to 
place their responses in the record. 

And with that, this hearing is adjourned. 

[Whereupon, at 3.18 p.m., the hearing was adjourned.] 
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Congressman Stephen Fincher 
“Financial Regulatory Reform: The International Context” 
June 16, 2011 


Opening Statement: 

Thank you Mr. Chairman. Today we’re talking about the impact Dodd-Frank will have on the 
U.S. ability to compete on an international scale. From my point of view, it seems like we’re 
about to shoot ourselves in the foot with some of these regulations. The United States is speeding 
forward on establishing and implementing financial regulations that the rest of the world is 
sitting on. Perhaps we need to consider a valuable lesson from Aesop’s Fable about the Tortoise 
and the Hare: Slow and steady wins the race. Right now, it looks like we’re trying to set 
ourselves up to lose by sprinting ahead of the rest of the pack. I’m interested in hearing your 
perspectives about how certain regulations may or may not hurt our nation’s ability to compete 
with other financial institutions across the world. Our number one priority should not be to 
cripple our financial institutions in the name of security and playing it safe, but to find the happy 
medium of making sure we can prevent a crisis while maintaining a competitive edge in the 
international financial arena. 1 thank each ofyou for being here today and look forward to 
hearing your testimony and whether or not you think the regulations are necessary to prevent 
future financial crises. 
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Good morning Chairman Bachus and Ranking Member Frank. 1 am pleased to 
testify about the implications of current regulatory initiatives for the economic health and 
international competitiveness of the United States. My testimony will describe how 
strengthening capital requirements and implementing key provisions of the Dodd-Frank 
Act will lay the foundation for a stronger U.S. economy. 

Introduction 

A strong and stable financial system is vital to the economic and fiscal health of 
the U.S. and our competitiveness in the global economy. A well-functioning financial 
system supports economic growth by channeling savings into productive investment, 
allows consumers, businesses, and market participants to engage in financial transactions 
with confidence, and is a source of credit to the broader economy even in times of stress. 

The crisis exposed the vulnerabilities ofan unevenly regulated and highly 
leveraged U.S. financial system that proved to be anything but strong and stable. Rather 
than channeling savings into productive investment, many of our large financial 
institutions packaged and sold to investors, on a massive scale, securities backed by 
mortgage loans that could never he repaid. The experience with these and other financial 
products did not foster confidence, but caused a loss of confidence and widespread 
litigation. Rather than serving as a source of strength to the economy during difficult 
times, our financial system virtually collapsed. To sum up in language that is harsh, but 
unfortunately accurate, some financial firms fueled and profited from a housing bubble 



61 


during the good times, then turned to the federal government for a bailout while millions 
of Americans lost their jobs and homes. 

The excesses that led to the crisis were permitted and tacitly encouraged by our 
laws and regulations. Capital requirements were repeatedly and materially weakened in 
the pre-crisis period. Regulatory gaps encouraged building risks in the shadow banking 
system and in securitization structures. Regulators widely accepted the hedging benefits 
of derivatives without consideration of how large interlinked exposures could magnify 
risk. Leverage steadily increased in the financial system to the point where capital W'as 
inadequate entering the crisis. 

The crisis was international in scope, and efforts to strengthen financial regulation 
are underway in major jurisdictions around the world to implement agreements reached 
by the leaders of the G-20 countries. This process is under intense pressure as sovereign 
governments watchfully monitor each others' progress in implementing reforms, and 
financial institutions press regulators and legislators to soften proposed regulatory 
changes, citing concerns about economic growlh and international competitiveness. 

At times in the past when regulations were debated, some tended to equate our 
nation's competitive advantage or disadvantage to the ability of our financial institutions 
to grow revenue and employ leverage to boost return-on-equity (ROE). This is a 
fundamental conceptual error that has had grave consequences when used as the basis for 
regulation. Heightened leverage benefits financial institution shareholders in the good 
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times, but increases the risks of an eventual financial unraveling whose costs are borne by 
the economy at large. We are a less prosperous and less competitive country now as a 
result of the appetite of our largest institutions for leverage. 

The economic health and fiscal stability of the U.S, will require a financial system 
and regulatory approach that performs better than the previous system, That is why, 
when we compare our regulatoi7 approaches with those of other countries, we should not 
embrace the lowest common denominator. Instead we should take a leadership role by 
setting a high standard for the strength and stability of our financial institutions and 
encouraging other countries to do the same. 

The Concept of International Competitiveness 

The international competitiveness of the U.S. is a concept with more than one 
dimension. These include the ability of the economy to grow, create jobs and attract 
capital, the performance of our stock-market, and our ability to export goods and 
services. Financial institutions think about competitiveness in terms of their own ability 
to grow revenue and earn returns for shareholders. Financial institution competitiveness 
is a part of an economy’s overall competiveness. Pursuing financial institution 
competitiveness as a policy goal in a way that compromises safety-and-soundness, 
however, will ultimately harm both our financial institutions and our economy. 
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It is clear in retrospect that, during roughly ten to fifteen years preceding the 
crisis, regulators around the world gave too much weight to promoting competitiveness 
as it was viewed from the perspective of financial institutions without sufficient regard to 
the resulting potential for broad economic harm. Repeatedly during these years, 
significant regulatory changes were introduced that allowed for greater financial 
institution leverage. Regulators typically justified such new rules on the basis that they 
would improve institutions’ ability to compete with international or domestic competitors 
or reduce burden, and argued that risks to the safety and soundness of the banking system 
were not significant. 

This progressive easing of regulatory requirements, specifically for capital 
standards as described in more detail below, allowed large bank holding companies and 
investment banks to significantly increase their leverage, benefitting those institutions in 
the pre-crisis years but ultimately leaving the U.S. economy worse off. 

In the first few years of the past decade, the tangible equity to assets ratios of the 
ten largest bank holding companies in the U.S. ranged between 5.5 percent and six 
percent. This ratio dropped below five percent through 2004 and 2005 and dipped below 
four percent in 2006. By the end of 2007, the aggregate tangible equity to assets ratio of 
the top 10 bank holding companies stood at just 2.97 percent. Large U.S. investment 
banks followed a similar path; by year-end 2007, the aggregate tangible equity to assets 
ratio of the top five investment banks was 2.84 percent. 
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By contrast, at the end of 2007 the ten largest FDlC-insured depository 
institutions, which faced liigher leverage requirements under Prompt Corrective Action 
and were not allowed to include certain subordinated debt instruments in core capital, had 
tangible equity capital equal to 6.46 percent of assets, for an average tangible equity to 
asset multiple less than 16 times. 

Fueled by leverage and financial engineering, the performance of financial 
institutions in the pre-crisis years far outstripped the performance of the real economy. 
For example, from 2000 through 2006, the growth of the Dow .Tones Large Cap Bank 
Index was over seven times faster than the growth of the S&P 500 (52 percent growth 
versus 7.4 percent growth over the period), while the average compensation of financial 
sector employees grew about 3.1 percent faster than the compensation of employees 
outside the financial sector. 

But although the real economy did not profit to the same degree as financial 
institutions did during the boom years, it shared heavily in the cost of the subsequent 
crisis. During and just after the recession, the U.S. economy lost some 8.75 million 
payroll jobs in just 25 months. Average U.S. home prices declined by one-third in a 
three-year period starting in 2006, Over nine million foreclosures were started over the 
past four years. 

The excessive leverage in the financial system entering the crisis forced a massive 
deleveraging. Loans and leases held by FDlC-insured institutions have declined by 
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nearly $750 billion from peak levels, while unused loan commitments have declined by 
$2,7 trillion. This deleveraging illustrates another danger of insufficient financial 
institution capital: it can deprive the broader economy of an important stabilizing source 
of credit during a downturn. 

The pattern of excessive leverage and subsequent financial collapse is not unique 
to the recent U.S. financial crisis but has been repeated many times, in many places. To 
cite just two prominent examples, debt expanded rapidly in the U.S, during the years 
prior to the Great Depression, with the value of urban mortgages outstanding increasing 
nearly 150 percent from 1920 to 1929.’ Similarly, in the ten years leading up to Japan's 
1990 real estate crash and the ‘dost decade" that followed, total private sector debt 
outstanding in Japan grew by more than 375 percent.' 

Invariably, the economic and fiscal toll of such episodes on the real economy is 
heavy. A recent comprehensive literature review summarizes the results of 12 studies of 
the effects of financial crises on gross domestic product (GDP). The studies uniformly 
report substantial negative effects of financial crises on GDP. The estimates of the 
cumulative lost economic output in these studies range from 16 percent to over 300 
percent of pre-crisis GDP, The median cumulative loss of output reported in the studies 


' Bemanke, Ben S. '‘Nonmonetary Effects of the Financial Crisis in the Propagation of the Great 
Depression.’' American Economic Review, VoL 73, No. 3 (Jun., 1 983). p. 26 1 . 

^ See “Debt and Deleveraging: The Global Credit Bubble and its Economic Consequences,” McKinsey 
Global Institute, January, 2010. p. 43. 
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is over 60 percent of pre-crisis GDP.^ Put another way, a household earning $50,000 per 
year pre-crisis loses about $30,000 in lifetime income as a result of the crisis. 

Moreover, the studies that focus on lost GDP probably understate the tnte costs of 
cri,ses because their cost estimates do not include the government support tliat is typically 
extended to buffer the effects of financial turmoil. In the U.S,, the stimulus packages of 
2008 and 2009 and the special liquidity programs put in place by the Federal Reserve 
Board, FDIC and the U.S. Treasury Department (Treasury) most likely prevented a 
severe recession from turning into a deep economic depression. Stimulus programs and 
lost revenue have, however, added substantially to the federal deficit. The decline in 
economic activity caused by the crisis has reduced both federal and state tax revenues, 
while plummeting home prices have affected property tax revenues. These fiscal costs of 
the financial crisis are of concern not just because of their bottom-line impact on 
government deficits, but because they reverberate back to the real economy. State and 
local governments, for example, have reduced services and cut over 400,000 jobs 
between January 2009 and February 2010. 

The experience outlined in this section tells us that the revenue growth and ROE 
of financial institutions do not measure an economy's health. Consequently, in 
developing regulatory policy we must be careful about how W'e promote competitiveness 
as viewed purely from the perspective of financial institutions. During periods of 
prosperity, when bets are paying off, financial institution shareholders and management 

’ Basel Committee on Banking Supervision, “An Assessment of the Long-tenn Economic Impact of 
Stronger Capital and Liquidity Requirements,” August, 2010, page 1 1 and Annex I . Time periods for 
analysis of lost GDP in these studies range from a few years to “infinite horizon” approaches. 
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reap the full rewards of those bets, and do not wish their share in the upside to be diluted 
by calls for higher capital. The opportunity to lock-in outsized short-term compensation 
available to traders and some top management at many of the largest financial institutions 
reduced their focus on the long-temi health of the companies. This perverse incentive led 
in some cases to a drive for short-term profits at the expense of the company’s future. 
When institutions become non-viable, however, the shareholders and highly compensated 
employees do not bear the full costs. These costs are shared with creditors and other 
stakeholders, including the Deposit Insurance Fund (DIF) and higher premiums on the 
industry or other government programs. This external or social cost of heightened bank 
leverage is significant. Capital is the shock absorber that protects the interests of these 
other stakeholders. From a public policy standpoint, it would not be appropriate to place 
the interests of financial institution shareholders ahead of the protection of taxpayers, 
creditors and the broader economy. 

The ramifications of overreliance on financial leverage extend far beyond 
financial institution regulation. Our tax system rewards debt financing of business 
relative to equity financing, encouraging some corporations to lever themselves 
imprudently. The tax deductibility of mortgage interest encourages households to take on 
debt. The fiscal machinery of government in many countries around the world has relied 
on debt issuance as a way to deliver services without the immediate cost of paying for 
those services. A country that relies on borrowing to pay its current bills will eventually 
find that its economic health and competiveness suffer as a result. 
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Overreliance on leverage by financial institutions is, in my view, problem one that 
contributed to the financial crisis and its severity. The next sections of my testimony will 
discuss how capital regulation went wrong in the years leading to the crisis, current 
initiatives to strengthen capital adequacy, and some of the concerns that have been 
expressed about increasing bank capital requirements. 

Capital Requirements: What Went Wrong? 

The single most important element of a strong and stable banking system is its 
capital base. Capital is what allows an institution to absorb losses while maintaining the 
confidence of its countetparties and continuing to be able to lend. Supervisory processes 
will always lag innovation and risk-taking to some extent, and restrictions on activities 
can be difficult to define and enforce. Hard and fast objective capital standards, on the 
other hand, are easier for supervisors to enforce, and provide an additional cushion of loss 
absorbency when mistakes are made, as will inevitably be the case. 

At the end of the U.S. banking crisis of the 1980s and early 1990s, Congress 
embarked on important banking system reforms just as we are doing today. This 
included a Prompt Corrective Action system with mandated objective restrictions on 
bank balance sheet leverage. Also, the U.S. joined with other countries in implementing 
Basel 1, a risk-based capital system based on fixed risk-weights. There was a 
commitment to promote a well-capitalized banking system. However, by the mid-1990s, 
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regulators began to implement several fundamental changes in capital requirements that 
allowed for greater leverage. 


One regulatory change to capital requirements was the 1996 decision to permit 
Trust Preferred Securities, a form of subordinated debt, to meet a portion of a Bank 
Holding Company's tier 1 capital requirements. Since these securities are debt 
obligations, they cannot absorb losses while the issuer operates as a going concern. The 
use of Trust Preferred Securities in holding company capital allowed those organizations 
to operate with less loss absorbing capital than they had before. Experience with these 
instruments during the crisis is that they impeded recapitalizations and that institutions 
relying on them were generally weaker and engaged in higher risk activities. 

Another significant change was the Market Risk Rule in 1998 that allowed banks 
to compute their risk-based capital requirements for trading book assets using Value at 
Risk models, rather than using the former fixed risk weights. The Market Risk Rule 
substantially lowered the capital requirements of trading book assets, the rationale being 
that trading book assets were marked to market daily, and supposedly could be sold 
readily at or near their carrying value. Over time, banks put more and more illiquid 
assets into their trading books in order to benefit from the low Market Risk capital 
requirements. In the early part of the crisis, the largest and most destabilizing losses 
came precisely from banks’ trading books. 
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Also in 1998, the Federal Reserve Board lowered its minimum tier 1 leverage 
requirement for bank holding companies using the Market Risk Rule from four percent to 
three percent. This development in conjunction with the inclusion of Trust PrefeiTed 
Securities in bank holding companies' tier I capital meant that banking organizations 
could operate with considerably more leverage than was permitted for insured banks. 

In 2001, regulators implemented the recourse rule, which among other things 
lowered the risk-based capital requirements for securitization tranches that were well- 
rated by the credit ratings agencies. Financial institutions soon developed a cottage 
industiy creating and distributing well-rated asset backed securities including subprime 
private label mortgage backed securities and collateralized debt obligations. The rapid 
expansion of the securitization market - without sufficient transparency or other 
structural components to properly align incentives - and the growth of other parts of the 
shadow banking system were important drivers of the crisis. 

In 2004, the Basel Committee on Banking Supervision published its Basel II 
capital standard that included the so-called Advanced Approaches. The Advanced 
Approaches allow banks to set their own risk-based capital requirements by feeding their 
internal estimates of risk into preset formulas. Banks around the world had pressed 
vigorously for the Advanced Approaches, and not surprisingly. Quantitative surveys 
conducted in the U.S. with 26 large banks found a median reduction in tier 1 capital 
requirements of 31 percent using the advanced approaches, including a median reduction 
in capital requirements for residential mortgages of 73 percent. Different banks 
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estimated widely divergent capital requirements for similar exposures in these tests, 
highlighting the inherent subjectivity of the Advanced Approaches. 

Other countries implemented the Advanced Approaches with dispatch. With very 
few exceptions, risk-based capital requirements for banks in these countries have been 
dropping, often to levels much lower than the old Basel I requirements. Today, analysts 
are increasingly coming to recognize that the Advanced Approaches produces risk-based 
capital calculations that are suspect.^' In the U.S., large banks’ adoption of the Advanced 
Approaches has been subject to significant restrictions, largely at the insistence of the 
FDIC. Without these restrictions, the capital of banks entering the crisis would have been 
much lower and the cost of the crisis to the federal government and the broader economy 
would have been much higher. 

Shortly after the Basel Committee published the Advanced Approaches capital 
ffamework, the Securities and Exchange Commission (SEC) in 2004 adopted its 
Con-solidated Supervised Entity (CSE) Capital Requirements. These allowed the largest 
investment banks to apply for an exemption from using the standard SEC net capital rule 
and instead submit regular reports describing their internal risk models and what the 
models stated the capital requirements should be. Provided the SEC was satisfied with its 
models, the investment bank's self determined capital requirements w'ould be accepted. 
Using this approach, the top five investment banks rapidly increased their leverage during 
the years preceding the crisis. 


' “The Shrinking European Bank Sector,” Barclay’s Capital Equity Research, May 23, 2011. 
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To summarize the situation at the beginning of the crisis, the minimum tier 1 risk- 
based capital requirement was four percent of risk-weighted assets.^ Tier 1 capital had to 
be “predominantly” equity, that is, at least half. This meant that equity could comprise as 
little as two percent of risk-weighted assets. That equity, moreover, could include 
deferred tax assets that are unavailable to absorb loss when the bank is unprofitable, 
mortgage servicing rights and other intangible assets whose values are sensitive to 
assumptions, and equity in other financial institutions that increases inter-linkages and 
contagion risk during a crisis. In addition, the risk -weighted assets that determine how- 
much capital the bank needs underweighted market risk, underweighted capital needs for 
mortgages and for many highly rated securities, and assigned no capital at all to certain 
off-balance sheet exposures (such as some Structured Investment Vehicles or SIVs) to 
which banks had de facto exposure. 

As described earlier in this testimony, large institutions took advantage of the 
opportunity these regulatory changes gave them to increase their leverage substantially. 
With thin capital cushions and their liquid assets mostly shed to maximize yield, many of 
these institutions were unequipped to deal with the crisis out of their own resources. The 
U.S, government was forced to inject capital and provide liquidity on a massive scale to 
avoid a financial and economic catastrophe. 

Strengthening Capital Requirements 


’ For insured banks, the tier i capital to risk-weighted asset ratio needed to be “Well Capitalized” for 
Prompt Corrective Action purposes was. and is, six percent. 
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With Basel III, and an important provision of the Dodd Frank Act known as the 
Collins Amendment, we have an historic opportunity to put our banking and financial 
system on a firmer footing. The Basel III capital and liquidity reforms respond to the 
calls by the leaders of the G-20 countries for building high-quality capital. Beginning 
with the Washington Summit in 2008, through the Seoul Summit at the end of 2010, the 
G-20 leaders repeatedly called for restoring the resiliency of individual banks and the 
financial system through stronger capita! requirements. At the Seoul Summit, the leaders 
committed their members to adopt the Base! Ill standards. 

Basel HI has .several important elements. First, it creates a new measure of 
regulatory capital, “tier 1 common equity,” that is much closer to pure tangible common 
equity than the present tier 1 definition. Debt instruments such as Trust Preferred 
Securities migrate over time out oFticr I and into tier 2 capital status. Meeting minimum 
requirements for tier 1 common equity will provide a much more meaningful assurance 
of the bank’s ability to absorb losses. 

Next. Basel 111 increases the numerical minimum capital ratios. For the new 
concept of tier 1 common equity, the agreed minimum ratio was 4.5 percent of risk 
weighted assets. For tier 1 and total capital Ihe Basel III minimums are 6 percent and 8 
percent respectively. Capital buffers comprising common equity equal to 2.5 percent of 
risk-weighted assets are added to each of these minimums to enable banks to absorb 
losses during a stressed period while remaining above their regulatory minimum ratios. 
The Basel Committee’s analysis of bank loss experience in the most recent, and previous 
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crises, supported the need for high-quality capital at these levels to absorb losses in 
severe scenarios. Indeed, a number of considerations in the analysis suggested that even 
higher capital levels were supportable. 

Basel III, along with other standards the Basel Committee published in 2009, also 
requires capital for certain risks that the old rules did not adequately address. This 
notably includes capital for the risk of deterioration in the credit quality of over-the- 
counter (OTC) derivatives and additional capital to cover risks of trading assets. 

Basel III includes an international leverage ratio that, while it is numerically 
lower than the U.S, ratio, includes capital for some off-balance sheet exposures. The 
leverage ratio is an important tool to ensure a base of capital exists to cover losses that 
the risk-based rules may have erroneously categorized as minimal. When I called for an 
international leverage ratio in Merida, Mexico in 2006, the reaction from regulators and 
bankers alike was dismissive. That such a ratio is now part of an international agreement 
reflects the recognition of the importance for financial stability of hard and fast 
constraints on leverage. 

Another important landmark in capital regulation is Section 171 of the Dodd- 
Frank Act — the Collins Amendment. In my view, this is the single most important 
provision of the Act for strengthening the capital of the U.S. banking system and leveling 
the competitive playing field between large and small U.S. banks. Section 1 71 
essentially says that risk-based and leverage capital requirements for large banks, bank 
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holding companies and nonbanks supervised by the Federal Reserve Board may not be 
lower than the capital requirements that apply to thousands of community banks 
nationwide. Without the Collins amendment, our current rules set a course to allow the 
risk-based capital requirements of our largest banks to be governed by the assumptions of 
bank management regarding the riskiness of their own exposures. I cannot imagine a 
surer way to lead us into another leverage-driven banking collapse. 

On .lune 14, the FDIC Board approved an interagency final rule to implement the 
risk-based capital floors on the Advanced Approaches that are required by the Collins 
Amendment. This rule is a significant event that will safeguard the capital adequacy of 
our largest banks in the future, when the lessons of the crisis may no longer be fresh in 
our minds, and the banks’ internal models once again are enticing us to believe that risks 
and needed capital are minimal. 

In addition, the Basel Committee is developing capital standards for the most 
systemically important institutions that would augment the standards announced in 
December, 2010. I believe these standards should be met with the same tangible 
common equity that Basel III requires for the new minimum standard for common equity 
capital. Allowing convertible debt to meet these standards suffers from a number of 
potential problems. Conversion in a stressed situation could trigger a run on the 
institution, downstream losses to holders of the debt, and potentially feed a crisis. 

Reliance on innovative regulatory capital is something that has been tried with Trust 
Preferred Securities. During the crisis, those securities did not absorb losses on a going 
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concern basis and served as an impediment to recapitalizations. Regulators should avoid 
such devices in the future, and instead rely on tangible common equity. 

The Basel Committee announced Basel TII would be phased-in starting in 201 3 
over a five- year period. We believe that large U.S. banks are well positioned to meet the 
Basel 111 capital standards far ahead of the Ba.sel timeline and mostly with retained 
earnings. 

Concerns about strengthening capital requirements 

Some observers have expressed concern that higher capital requirements will 
curtail credit availability and hurt economic growlh. The consensus of recent academic 
literature, however, is that increases in capital requirements, within the ranges cun-ently 
being discussed, have a net positive effect on long-term economic growlh. The reason 
for this conclusion is that the costs of banking crises for economic growth are severe, as 
outlined earlier in this testimony, so that reducing their frequency and severity is highly 
beneficial. On the other hand, the literature suggests that the cost of higher capital 
requirements in terms of lost economic output is modest. 

Capita! does not consist of dollars that banks must “set aside” and not lend. 
Instead, capital is simply the portion of a bank’s funding that must be supplied by owners 
rather than creditors. Since the owners are entitled only to what is left of a bank’s profits 
after the creditors are paid, their stake is riskier and that is one reason the cost of equity 
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exceeds the cost of debt. Debt is also subsidized by our tax system, since business 
interest expense is deductible but dividends paid to shareholders are not. 

The idea that more equity in a bank’s funding structure will materially increase its 
cost of making loans is not well founded. The cost of funding a loan depends on the 
overall cost of funding, of which equity is only a small part. Moreover, for a bank to 
hold more equity in its funding structure should result in lower costs of both debt and 
equity over time by reducing the risk of failure. The effect on a bank’s overall cost of 
funds for every one percentage point increase in equity is estimated in a recent study to 
be only a few basis points.*’ This study specifically looked for a connection between 
lending costs and bank equity ratios but failed to find it. Other studies use a variety of 
analytical methodologies to conclude that optimal (in the sense of balancing broad 
economic costs and benefits) bank capital ratios are in the range of 10 percent to 20 
percent.'* 


For a fixed dollar amount of capital a bank holds, that bank’s capital requirements 
do place an upper bound on the size of its balance sheet, and therefore checks its potential 
growth. This is, of course, the main point of capital requirements, to avoid excessive 


Hanson, Samuel, Anil Kashyap and Jeremy Stein, “A Macroprudential Approach to Financial 
Regulation.” Working paper (draft) July 2010. http;//www.economics.harvard.edu/facuIty'/stein/files/JEP- 
niacroprudential-July22-2010.pdf 

See also Admati, Anat, Peter M. DeMarzo, Martin R. Hellwig and Paul Pfieiderer. "Fallacies, Irrelevant 
Facts, and Myths in the Discussion of Capital Regulation: Why Bank Equity is Not Expensive." Stanford 
Graduate School of Business Research Paper No. 2065, March 2011. 
htttn.-'/www.gsb.stan ford. edii/news/research.: Admati. etal.htni l 
Marcheggiano, Gilberto, David Miles and Jing Yang. "Optimal Bank Capital." London: Bank of England. 
External Monetary Policy Committee Unit Discussion Paper No. 31, April 201 1 . 
hltp:/7www.bankofengland.co.uk/Dublic3tions.fo.xtenialinpcpapers/extinDcpaper003 lrevised.pdf 
See also Basel Committee, op.cit.. 
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leverage at individual firms and syslem-wide. Arguments that balance sheet constraints 
associated with higher capital requirements reduce banks’ ability to lend typically 
assume, explicitly or implicitly, that banks simply cannot raise new capital. By this 
argument, the industry’s fixed dollar amount of capital can support less lending the 
higher the capital requirement. It is the FDIC’s experience that most banks can and do 
raise capital when needed, even banks in extreme financial difficulties. The most 
important obstacle to raising capital is often banks’ reluctance to dilute existing 
shareholders. 


Other concerns about higher capital requirements relate to how U.S. requirements 
compare to foreign requirements. The question arises, what if other governments are 
willing to subsidize their banking systems more heavily by requiring less capital? Won’t 
this give foreign banks an advantage in competing with our U.S. banks, and if so, how 
concerned should we be from a public policy standpoint? 

Ultimately, each country must establish its own tolerance for coming to the aid of 
its banking system with state support in a crisis. In the U.S., the announced capacity of 
Federal Reserve Board, FDIC and Treasury programs to support the financial sector 
during the crisis exceeded $14 trillion.* After the adoption by Congress of the Dodd- 
Frank Act, U.S. law prohibits future bail-outs of financial companies. While broad-based 
liquidity assistance to the U.S. economy is permitted subject to new controls, solvency 
support for financial companies is barred. In Europe, financial institutions also benefitted 

* See “A Year in Bank Supervision: 2008 and a Few of Its Lessons,” FDIC Supervisory Insights, Vol. 6, 
Issue I, Summer 2009, p.4. 

http:/7www.fdic.gov/regulations/examinaiions/supervisory/insights/sisum09/si_sum09.pdf 
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from government support and, while other countries have not adopted the strong ban on 
bail-outs enacted in the U.S., European governments have taken steps to strengthen their 
ability to resolve financial companies without resorting to bail-outs and have joined in 
support of Basel III and other reforms. 

Notwithstanding these developments, the European banking system continues to 
be viewed as more interlinked with, and dependent on, its governments. State equity 
ownership in banks is not uncommon in Europe. The “uplift” that credit ratings agencies 
assign to European banks based on the likelihood of sovereign support is substantial and 
shows no sign of diminishing, as compared to the U.S. where ratings agencies are 
reassessing the likelihood of federal support. European regulators have historically 
allowed greater use of financial leverage by their banks, perhaps reflecting a greater 
tolerance for state support of their banks as needed. 

Highly leveraged banks that are state owned, state subsidized or “too big to fail” 
is not the model we want for the U.S. banking system. As the Wall Street Journal noted, 
“The more capital banks have to absorb losses, the lower the risk those losses will be 
dumped on taxpayers.”'^ A greater tolerance for financial leverage by European banks 
should not be taken as the basis for allowing U.S. banks to operate w'ith excessive 
leverage. 

Indeed, I am very concerned about the potential for the European banking system 
to become a future source of financial instability, and not just because of the well- 
’ “We’ll Always Have Basel,” Wall Street Journal . September 10, 2010, page A. 16. 
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publicized issues about tlie credit quality of some sovereigns and banks' exposure to the 
system. Just as troubling is that European banks continue to effectively set their own 
capital requirements using internal risk-estimates, unconstrained by any objective Irard 
limits. Meanwhile, representatives of some major European governments go out of their 
way to express public misgivings about following through to implement the 
internationally agreed leverage ratio. With risk-based capital determined by bank 
management assumptions, and no leverage constraints on the horizon for several years, 
the prospects for further banking problems are unsettlingly high. 

Liquidity 

The crisis also highlighted that many large institutions had insufficient liquidity, 
and Basel III addresses this issue as well. Mandating liquidity ratios is a relatively new 
concept, and the lack of an existing base of regulations from which to build upon makes 
the development of global liquidity standards a challenging task. The Liquidity Coverage 
Ratio and Net Stable Funding Ratio required in Base! Ill mark a significant step in 
ensuring our large banks will not be forced to turn to the government for liquidity in a 
future crisis. That being said, I do have some concerns with what 1 see as puzzling 
results of these ratios in some cases. Institutions with business models that exhibited the 
most extreme liquidity problems in the crisis .sometimes report better liquidity ratios 
according to these metrics than do institutions whose business models weathered tlie 
crisis more successfully. The observation period that the Committee established for these 
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ratios will provide an important opportunity for identifying unintended consequences and 
refining the approaches as needed. 

Other Important Mandates in the Dodd-Frank Act 

Most of my testimony has discussed the importance of strong capital requirements 
for the health of the financial system and the broader economy. But as important as 
capital requirements are, they will never be sufficient by themselves to ensure a well 
functioning and stable financial system. The crisis exposed a number of weaknesses in 
our financial regulatory system that need to be corrected and that the Dodd-Frank Act set 
out to address. In the remainder of my testimony I will highlight a few of the more 
significant mandates in the Dodd-Frank Act. 

Ending Too Big to Fail - In the wake of government bailouts of banking 
organizations around the world, significant international attention has been devoted to 
improving resolution mechanisms for troubled institutions. This includes both fomial 
and informal coordination under the auspices of the Basel Committee, the Financial 
Stability Board (FSB), and bilateral and multilateral communication across jurisdictions. 
The FSB and the G-20 have endorsed the resolution framework embodied in the Federal 
Deposit Insurance Act and the Dodd-Frank Act as the international standard. Many 
countries are moving forward to implement those powers — but much remains to be done. 
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No one would disagree lhat the U.S. has taken a far more aggressive stance in 
seeking to explicitly put an end to taxpayer support of large banking organizations. Over 
time, this will serve our economy well. A financial system that is dependent upon 
taxpayers for support is not a source of strength to the economy, it is a source of 
weakness. The perception that large banks will be bailed out if they get into difficulties 
saps the market discipline of external stakeholders and incentives within those banks for 
disciplined risk-taking, while the reality of such support drains the fiscal resources of 
government. Bailouts also necessarily bring government involvement and 
micromanagement of bank activities, and this rarely turns out well. 

For these reasons, I believe that a precondition for a revival of a truly strong 
banking and financial system in the U.S. is to put an end to Too Big to Fail. Titles 1 and 
n of the Dodd-Frank Act give regulators the tools to do this. 

Title I includes a requirement for Systemically Important Financial Institutions 
(SIFIs) to maintain satisfactory resolution plans that demonstrate their resolvability in a 
crisis. Further, the FDIC and Federal Reserve Board can require, if necessary, changes to 
the structure or activities of these institutions to ensure that they meet the standard of 
being resolvable. 

Under Title 11, if a SIFI is not resolvable through a bankruptcy framework, the 
FDIC can resolve the institution in a manner that strictly avoids a bailout. The FDIC can 
conduct advanced planning, temporarily operate and fund the institution under 
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government control to preserve its value as a going concern, and quickly pay partial 
recoveries to creditors through advance dividends, as the FDIC has long done in failed- 
baiik receiverships. The result will be a faster resolution of claims against a failed 
institution, smaller losses for creditors, reduced impact on the wider financial system, and 
an end to the cycle of bailouts. 

Timely and effectively implementation of these reforms will help lay the 
foundation for a U.S. financial system that can stand on its owm and support our national 
economy in times of stress. Therefore, 1 am pleased to report that the implementation of 
these refonns is proceeding in a timely manner. Most recently and significantly, the 
FDIC and the Federal Reserve Board have issued a Notice of Proposed Rulemaking 
(NPR) to establish a framework for banks to develop the re.solution plans required in Title 
I. The comment period for that rule closed on June 10. Final rules on resolution plans as 
well as other provisions related to the FDIC’s Orderly Liquidation Authority under Title 
II of the Dodd-Frank Act are scheduled to be considered at our July 6 Board meeting. 

OTC Derivatives Reform - At the June 2010 G-20 Summit in Toronto, the leaders 
reaffirmed a global commitment to trade all standardized OTC derivatives contracts on 
exchanges and clear through central counteiparties (CCPs) by end-2012 at the latest. 
Further, the leaders agreed to pursue policy measures with respect to haircut-setting and 
margining practices for securities financing and OTC derivatives transactions to enhance 
financial market resilience. Through the Dodd-Frank Act derivatives legislation, the U.S. 
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is taking a leadci'ship role in proposing concrete and actionable measures to accomplish 
these international commitments. 

Making good on these commitments is important to avoiding another derivatives- 
related crisis. During the decades leading up to the crisis, the perceived wisdom in the 
regulatory community was that OTC derivatives reduced risk in the financial system. 

The use of these essentially unregulated financial products grew exponentially pre-crisis 
but, particularly in the case of credit derivatives, these products proved to hide and 
concentrate risks rather than mitigate them. 

The ability of large financial institutions to place massive volumes of credit 
derivatives with AIG. without any exchange of initial margin, contributed directly to the 
federal bailout of AIG in September, 2008. The exchange of initial margin would have 
placed some check on AIG’s ability to present itself as a guarantor of an impossibly large 
volume of subprime collateralized debt obligations (CDOs) and would have discouraged 
institutions from relying unquestioningly on the AIG guarantee. 

Leading up to the crisis, the large institutional participants in the CDO credit 
derivatives machine profited enormously. When the crisis hit, the federal government 
bore the cost of the failed bets. This skewed sharing of costs and benefits is a simple but 
important reminder that when considering the competitive implications of the Dodd- 
Frank Act derivatives regulation, the broad economic and fiscal health of the U.S. needs 
to be foremost in our minds. 
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In this respect, we are committed to preserving access to prudent hedging by 
commercial end users of derivatives. We strongly endorse the sentiment expressed in the 
invitation letter to this hearing, that internationally consistent rules are desirable to avoid 
a regulatory “race to the bottom.” As emphasized throughout this testimony, regulation 
that is excessively focused on preserving financial institutions’ market share can often 
run counter to maintaining financial stability. 

Securilization re form - One of the most remarkable and troubling features of the 
pre-crisis years in the U.S. was the way a number of large institutions aggressively 
packaged, marketed and sold subprime-backed securities with apparently no regard for 
the quality of the underlying loans. 

Almost 90 percent of subprime and Alt-A originations in the peak years of 2005 
and 2006 were privately securitized. During this period, the originators and securitizers 
seldom retained meaningful "skin in the game." These market participants received 
immediate profits with each deal while assuming they faced little or no risk of loss if the 
loans defaulted. As a result, securitizers had very little incentive to maintain adequate 
lending and .servicing standards. 

The economic devastation caused by these practices has been immen.se. More 
than half of the privately-securitized subprime loans made in 2006 have now defaulted, 
along with over 40 percent of the privately-securitized A!t-A loans made that year. 
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Both the U.S. and the European Union (EU) are attempting to prevent a similar 
episode from happening again. If an originate-to-sell business model for creating credit 
is to be part of the financial landscape in the future, that model must be restored to 
credibility. Both the U.S. and EU have mandates for the retention of an economic 
interest (skin-in-the-game) by the is.suers of securitizations. In both cases, the 
presumptive amount of risk-retention is five percent. Beyond that, the details differ 
across the jurisdictions. For example, the EU approach, which, with no exceptions, 
imposes higher capital requirements on holdings of securities where the issuer has not 
retained an economic interest, places the burden on the purchaser of asset-backed 
securities to insist on risk retention. In the U.S., the Dodd-Frank Act requires the issuer 
to retain an economic interest in the securitization unless the securitized loans adhere to 
very high underwriting standards that the agencies prescribe. 

Risk retention is a simple and commonsense approach that is conceptually sound. 
At the same time, it is an approach that depends on the details for its successful 
implementation. The agencies' proposed rule has attracted a great deal of controversy. 
The review of comments on any proposed rule is important, and in this instance will be 
especially so. 

Compensalion reform - At the Pittsburgh summit in September, 2009, the G-20 
leaders observ^ed that excessive compensation in the financial sector both reflected and 
encouraged excessive risk-taking, rather than creating long-term value. The G-20 leaders 
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called for immediate reform of compensation as an essential part of increasing financial 
stability, and endorsed the standards of the Financial Stability Board (FSB). 

The U.S. and EU have responded to the G-20 leaders’ directive to reform 
financial industry compensation practices. The problem being addressed is an important 
one: the perverse incentives created by incentive compensation practices that reward 
near-term revenue recognition, with the compensation being unaffected by risks realized 
at some future time or passed along to some other party. 

The U.S. agencies’ NPR on compensation broadly conforms to the FSB principles 
for compensation practices at significant financial institutions. The NPR states that for 
U.S. institutions with assets exceeding $50 billion, at least half the incentive 
compensation of named executives' must be deferred for a period of at least three years, 
and banks’ boards must identify and approve the compensation of employees who have 
the ability to expose the bank to material loss. The comparable FSB principles are for 
deferral of 40 percent to 60 percent of incentive compensation over a period of at least 
three years. 

Since these compensation principles go to the heart of some of the misaligned 
incentives that led to the crisis, implementing them should reduce the likelihood of 
similar problems in the future, thereby promoting the long-term health of the U.S. 
economy. 
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The Volcker rule - The tvaditional function of banks has been to trans form shorter 
maturity or more liquid liabilities into longer-term, less liquid loans. The economic value 
of this function combined with its inherent susceptibility to depositor runs is the 
cornerstone of the theoretical argument for why deposit insurance, the discount window, 
and federal regulation of banking in general is economically justified. 

It is harder to explain why the government should subsidize a trading operation 
with deposit insurance and other support. This question became particularly pointed in 
the wake of the crisis. Losses in banks’ trading books were extremely large in the early 
part of the crisis. These losses .seriously weakened institutions and contributed to a loss 
of confidence by counterparties, driving the crisis in its early stages. 

The Volcker rule bans proprietary trading by banking organizations and limits 
investments in hedge funds and private equity funds. The statutory definition of 
prohibited proprietary trading is subject to important exceptions. In addition to risk- 
mitigating hedging, the most important of these exceptions involve market-making and 
securities underwriting. Notwithstanding the various permis.sible activity exceptions in 
the Volcker rule, in no event may the regulators permit activities that create material 
conflicts of interest, expose institutions to high-risk trading strategies or threaten the 
financial stability of the U.S. The regulators have considerable discretion how to 
interpret and implement the Volcker rule. The agencies’ staffs have been working 
intently at crafting a proposed rule to iniplenient this important mandate in an appropriate 
manner. 
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I view the Voicker rule as a conceptually well-founded limitation of the federal 
government’s safety-net support of trading operations by banking organizations, and I do 
not believe it presents concerns for the competitiveness of the U.S. economy. Any 
restrictions on activities under the rule will affect where risky trades are housed. Unlike 
credit intermediation, where a strong conceptual case can be made that a federal safety 
net plays an important role in correcting an otherwise suboptimal market outcome, there 
is no conceptual case for the need for government support of trading activities. 

We understand the concern of large trading banks that their international 
counterparts are not subject to similar restrictions. When a rule is proposed to implement 
this important statutory mandate, the comments that the agencies receive will be very 
important in helping to ensure that the final rule protects the federal safety net in a way 
that does not impose needless costs. 

Conclusion 

In this testimony 1 have argued that repairing the capital strength of our banking 
industry is the most import task facing regulators and a pre-condition for restoring a 
healthy and competitive economy. The .system-wide benefits of doing this are 
substantial, while the system-wide costs appear modest. 1 would urge that the effort to 
strengthen bank capital, and to implement other key reforms in the Dodd-Frank Act. be 
pursued vigorously to completion. These efforts are in the public interest, and will 
promote a competitive U.S. economy in the broadest sense of the word. 
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Chainnan Bachus, Ranking Member Frank, and members of the committee, thank you for the 
opportunity to discuss our international financial reform agenda. 

Thanks to the leadership of President Obama, Secretary Geithner, and Congress, today the 
United States is taking the lead in enacting financial reforms and instituting higher standards that 
protect consumers and taxpayers, strengthen our financial system, and ensure our long-term 
economic competitiveness. 

There are some who would argue that the United States is moving too fast, that we should wait to 
see what other countries implement. 

I do not agree. 1 would argue that by moving first and leading from a position of strength, we are 
elevating the world's standards to ours. By leading, we are investing in the future strength and 
resilience of the global financial system so that it yields results for the next generation of 
Americans. 1 would argue there is no country better placed than the United States to strike the 
careful balance between protecting consumers and investors and promoting innovation and 
competition. 

But while financial reforms must begin at home, in a few key areas they must be global in scope 
if they are to succeed. With financial markets that are more globally integrated than ever, we 
need financial reforms that are more globally convergent than ever. 

In today’s highly-interconnected global financial markets, the risk of regulatory arbitrage carries 
real impact. It means the potential loss of jobs in the American financial sector if firms seek to 
move overseas where regulation is weaker. It means a “race to the bottom” for standards and 
protections. And it may increase the possibility of future financial instability if riskier activities 
migrate to areas with less transparency, looser regulation, and laxer supervision. 

For all of these reasons, the United States is best served by leading in enacting the strongest 
standards and continuing our active engagement to bring other nations along with us. 

Meeting this challenge of promoting cooperation and alignment around the w'orld on strong 
regulatory policies consistent with Dodd-Frank lies at the heart of the Treasury’s daily work with 
our foreign counterparts - multilaterally in the G-20, the Financial Stability Board (FSB), and the 
International Monetary Fund, and bilaterally through our extensive dialogues and engagement 
with the European Union, Japan, China, India, Brazil, and Singapore. 


I 
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In cooperation with the regulatory agencies represented here today. Treasury is intensely focused 
on ensuring global convergence on regulation and resolution of large, complex financial 
institutions and on derivatives markets ~ the three areas with the greatest potential for small 
discrepancies in national regulations to create disproportionate dislocations in global markets 
that could negatively impact our economy and our firms. 

Strengthening Capital, Liquidity, and Leverage Standards 

We understand that some members of the financial industry have stressed that it would be 
disadvantageous to U.S. firms if the United States were to apply higher capital standards than 
regulators abroad impose upon their peers. Let me assure you that we are working intensely to 
ensure that global firms across the board raise their game bccau.se we understand the stakes for 
our finns and the markets. 

But the right answer is to level the playing field up - not to sacrifice safety and soundness at 
home. Going into the recent crisis, too many financial institutions had too much leverage, too 
little liquidity, and inadequate loss absorbing capacity. This led to a downward spiral in 
confidence among counterparties. 

In July 2009, as a direct re,sult of lessons learned in the crisis, the Basel Committee issued 
updates to the market risk framework, known informally as “Basel 2.5”. These revisions 
strengthen standards for measuring market risk and holding capital against those risks, and 
improve transparency, especially with respect to securitization activities. Basel 2.5 will help 
banks to better withstand market turmoil such as that experienced in the crisis. The United States 
is committed to implement Basel 2.5 by the end of the year, as internationally-agreed. 

In November 2010, the G-20 Leaders endorsed a new framework for bank capital, known as 
Ba.sel III. It will help to ensure that banks hold significantly more capital, that the capital will 
truly be able to absorb losses of a magnitude associated with the crisis without recourse to 
taxpayer support, and that the level and definition of capital will be uniform across borders. This 
G-20 action was a direct response to President Obama's call for strengthening both the quality 
and quantity of bank capital around the world. 

Basel III is a serious effort to lay the foundation for a more resilient global financial system and 
we made rapid and immense progress to secure the agreement. We completed negotiations in 
just one year compared to nearly one decade for the previous agreement known as Basel II. 

Basel III outlines new mandatory leverage and liquidity ratios, designed specifically to allow 
financial institutions to withstand significant balance-sheet losses in times of stress, while still 
being able to provide credit to households and business without exceptional government support. 

The timeline for Basel 111 includes pha.se-in periods, which allow a staged implementation that 
minimizes risks to economic recovery. The U.S. is committed to full implementation at home 
and abroad, and we will work through the FSB and Basel Committee to make sure that this 
happens. 

Full international convergence will be achieved only if supervisors in all major financial 
jurisdictions ensure that banks across the world measure risk-weighted assets similarly. This is 
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essential to maintain a level playing field and to ensure markets and investors can be conlidenl 
that capital adequacy ratios stated by banks are consistent across borders. We are pursuing 
comparability by urging greater visibility into supervisors’ scrutiny of how banks measure risk- 
weighted assets. In this regard, the United States has called on the Basel Committee to lead this 
effort and we are pleased that it is now on its agenda. 

In addition, Basel III includes a simple check - called a mandatory leverage ratio - to protect 
against the possibility of weak international implementation of these new capital rules. This 
simple leverage ratio will require banks to hold aminiraum level of capital against total assets, 
similar to the leverage ratio long in force in the United States, to prevent firms from gaming the 
.system. 

Already, there is evidence of progress across the globe. For example, among the 50 largest 
global banks, tier one capital adequacy ratios have climbed from 8.1 percent in 2007 to 1 1.3 
percent at end 2010, making the global financial system markedly more stable. Since the end of 
2008, the 19 largest financial institutions in the U.S. that were subjected to stress tests have 
together increased common equity by more than $300 billion. More recently, European banks 
have raised $121 billion in capital since Europe’s .lune 2010 stress test exercise. 

Addressing Large, Interconnected Firms 

A second vital issue is reducing the systemic risk from large, interconnected financial firms. 

Prior to the crisis, many large, interconnected firms held too little capital relative to their risk- 
weighted assets, posing risk to the global financial system, and in the end necessitating 
significant government intervention when their balance sheets deteriorated rapidly. 

To guard against a recurrence and to protect American taxpayers, Dodd-Frank created the 
Financial Stability Oversight Council to coordinate across agencies and instill joint 
accountability for the stability of the financial system. The Act provides the Council with a 
leading role in several important regulatory decisions, including designating the largest, most 
interconnected firms for heightened prudential standards. 

Further, G-20 Leaders committed to developing additional capital requirements for Systemically 
Important Financial Institutions (SIFIs) broadly, and specifically for globally interconnected 
firms, or G-SIFls, by the November 201 1 Summit. 

This parallels the Dodd-Frank requirement that the Fed subject our largest firms to heightened 
prudential standards. My colleague from the Federal Reserve, Dan Tarullo, is leading the U.S. 
effort. 

The FSB and the Basel Committee are currently discussing how a capital surcharge for G-SIFls 
should best be structured. The United States has been clear about our priorities: 

First, it is critical that additional capital consists first and foremost of high quality and loss 
absorbing common equity. Common equity is the strongest defense against financial stress. 
Shareholders, not taxpayers, must absorb losses that a bank incurs. Lower quality alternative 
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instruments cannot absorb losses as readily in a crisis and pose unlevel playing field concerns 
depending on how other countries apply the requirements. 

Second, it is equally important that the surcharge be well calibrated to balance the imperatives of 
financial sector and macroeconomic stability. 

Third, it must apply to a wide range of the large, interconnected banks across the globe to 
promote a level playing field. And it must be mandatory and comparable across jurisdictions. 

Facilitating Orderly Resolution 

The recent financial crisis demonstrated the economic damage to our financial system and the 
global economy when large, complex financial institutions tail in a disorderly manner. Countries 
lacked comprehensive national re.solution tools and cross-border arrangements for systemically 
important firms. 

Dodd-Frank established a special robust resolution regime that provides federal regulators with 
strong authorities to resolve financial institutions that pose a systemic threat to the broader 
financial system. These new authorities extend the re.soiution powers beyond traditional 
bankruptcy laws to pennit the federal regulators to wind down a firm in an orderly manner that 
takes account of the impact on the broad financial system and stability. 

But the best national resolution regime in the world is not sufficient if other countries do not 
adopt complementary authorities. 

If other countries are unable to resolve their own G-SIFIs in an orderly manner, then the failures 
of these firms can disrupt global financial markets and impose losses on their counterparties, 
including our finns. In addition, if the U.S. needs to resolve one of our global firms with 
operations in other countries, it is critical that those countries have the tools necessary to help 
resolve the global firm effectively. 

That is why the United States successfully urged the G-20 Leaders to endorse a set of principles 
to develop an effective cross-border resolution system. We recognize that achieving a truly 
international cross-border resolution regime is complex and will lake time. First and foremost, 
wc must lay a foundation for an international framework that requires countries to adopt strong 
national resolution authorities as a prerequisite for effective cross-border resolution. Consistent 
with U.S. rules, other countries’ rules need to recognize foreign receivers or bridge institutions; 
eliminate automatic liquidation triggers or cross default upon insolvency of the parent; 
recognize the transfer of ownership interests of subsidiaries to a foreign receiver or bridge 
institution; and temporarily override contractual rights of termination and close-out for a brief 
period (e.g. 24-48 hours) in order to transfer contracts to a solvent entity, including a foreign 
bridge institution. 

But national rules are not enough. That is why we arc working actively in the FSB to implement 
a three-pronged international framework to; ensure that regulators and G-SlFLs develop recovery 
and resolution plans (so-called living wills), which provide for advanced planning before a crisis; 
develop criteria to improve the “resolvability” of G-SIFls; and negotiate institution-specific 
cross-border resolution cooperation arrangements with foreign regulators. These institution- 
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specific arrangements should eventually be supported by bilateral and multilateral arrangements 
between relevant national authorities. 

The U.K. and Germany have already passed resolution legislation, and the European 
Commission is considering proposals. We will continue working to encourage other financial 
jurisdictions to adopt national resolution powers and tools and implement legal reforms 
necessary to achieve orderly resolution. 

Regulating OTC Derivatives 

International convergence is necessary across derivatives markets no less than for the largest 
institutions. In the run-up to (he crisis, because derivatives such as credit default swaps (CDS) 
were traded over the counter on a bilateral basis and without transparency, few understood the 
magnitude of aggregate derivatives e.xposurcs in the system. Firms themselves, as well as those 
who supervised them, had no basis to measure the risks embedded in their derivatives exposure. 

Lack of transparency in the OTC derivatives markets is an important source of unidentified risk 
to the global financial system. As we learned from the crisis, we must require greater 
transparency for the OTC derivatives markets, move their trading onto exchanges, and require 
them to be centrally cleared. Central clearing will greatly reduce risk by requiring a central 
clearinghouse to stand in the middle and guarantee the tran.saclion and help market participants 
better monitor their risk. Mandatory trading on exchanges or trading platforms will improve 
price discovery and greatly enhance transparency, and reporting to trade repositories will shed 
light on what was once an opaque market. 

If we do not have alignment in these rules, firms will move activities to jurisdictions with lower 
standards, and we will suffer from a “race to the bottom,” which will increase risks to the global 
financial system. For this reason. 0-20 Leaders set forth sound new principles to govern 
derivatives frameworks. These principles were in full alignment with Dodd-Frank, which 
requires that swaps be centrally cleared and traded on a regulated platform. 

At the international level, work is proceeding in numerous standard setting and regulatory bodies 
to promote international convergence and develop supervisory cooperation arrangements. In 
addition, we are actively engaged with our counterparts in Europe and Asia to encourage them to 
adopt equally robust standards that live up to our G-20 commitments. We coordinate especially 
closely with Europe to ensure consistency and non-discriminatory approaches to our regulatory 
rules. 

Both the U.S. and the European Commission are developing margin requirements for OTC 
derivatives that are not centrally cleared. Secretary Geithner recently proposed a global 
agreement on specific minimum standards for margins on un-cleared derivatives in order to 
prevent regulatory arbitrage. As part of this initiative, I traveled in the last two weeks to London 
and to Frankfurt to secure agreement with our foreign counterparts that the international standard 
setting bodies should start working on a new global margin agreement. 


If we do not have consistent margin standards for un-cleared trades, we run the risk that activities 
will migrate to jurisdictions w ith lower standards that do not incentivize central clearing. The 
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posting of margin is an important risk management tool that' helps counterparties cover current 
and future exposures to the OTC derivative contract. The net result is reduced risk to the global 
financial system. 

The Agenda A head 

The examples above highlight areas where international convergence is imperative to preserve 
global financial stability. In other areas, the international regulatory system has long recognized 
differences in the institutional structure of national financial systems, reflecting different law's 
and histories. 

As we continue the implementation of historic financial regulatory refomi in the United States, 
aimed at improving the safety and soundness of the system and preventing another banking 
crisis, we must simultaneously lead a global “race to the top,” and w'ork to level the playing field 
across all major and emerging financial centers. We have been working tirelessly to do so. And 
we will remain fully engaged with our counterparts in Europe, Asia, and elsewhere to help 
promote a level playing field in which all fimis ~ U.S. and foreign - can compete fairly. 

We appreciate the leadership and support of this Committee on these key challenges, and we 
look forward to working with Congress as we engage with our international partners, challenging 
them to match the strength and sweep of American reforms. Together, we can help ensure a more 
vibrant and competitive U.S. and global economy for future generations of Americans by 
addressing these critical issues today. 
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TESTIMONY OF GARY GENSLER 
CHAIRMAN, COMMODITY FUTURES TRADING COMMISSION 
BEFORE THE 

U.S. HOUSE COMMITTEE ON FINANCIAL SERVICES 
WASHINGTON, DC 
June 16, 2011 

Good morning Chairman Bachus, Ranking Member Frank and members of the 
Committee. I thank you for inviting me to today’s hearing on the international context of 
financial regulatoiy reform. T also thank my fellow Commissioners and CFTC staff for their 
hard work and commitment on implementing the legislation. 

I am pleased to testify alongside my fellow regulators. 

Global Crisis 

It has now been more than two years since the financial crisis, when both the financial 
system and the financial regulatory system failed. So many people - not just in the United 
States, but throughout the world - who never had any connection to derivatives or exotic 
financial contracts had their lives hurt by the risks taken by financial actors. The effects of the 
crisis remain. All over the world, we still have high unemployment, homes that are worth less 
than their mortgages and pension funds that have not regained the value they had before the 
crisis. We still have significant uncertainty in the financial system. 
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Though the crisis had many causes, it is clear that the swaps market played a central role. 
Swaps added leverage to the financial system with more risk being backed up by less capital. 
They contributed, particularly through credit default swaps, to the bubble in the housing market 
and helped to accelerate the financial crisis. They contributed to a system where large financial 
institutions were thought to be not only too big to fail, but too interconnected to fail. Swaps - 
initially developed to help manage and lower risk - actually concentrated and heightened risk in 
the economy and to the public. 

At the conclusion of the September 2009 G-20 summit held in Pittsburgh, leaders of 19 
nations and the Fairopean Union concurred that “[ajll standardized OTC derivative contracts 
should be traded on exchanges or electronic trading platforms, where appropriate, and cleared 
through central counterparties by end-2012 at the latest. OTC derivative contracts should be 
reported to trade repositories. Non-centrally cleared contracts should be subject to higher capital 
requirements.” 

We now are working across borders to achieve that goal. 

Derivatives Markets 

Each part of our nation’s economy relies on a well-functioning derivatives marketplace. 
The derivatives market - including both the historically regulated futures market and the 
heretofore unregulated swaps market - is e.ssential so that producers, merchants and other end- 
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users can manage their risks and lock in prices for the future. Derivatives help these entities 
focus on what they know best - innovation, investment and producing goods and services - 
while finding others in a marketplace willing to bear the uncertain risks of changes in prices or 
rates. 


With notional values of approximately $300 trillion in the United States - that's more 
than S20 of swaps for every dollar of goods and services produced in the U.S. economy - and 
approximately $600 trillion worldwide, derivatives markets must work for the benefit of the 
public. Members of the public keep their savings with banks and pension funds that use swaps to 
manage their interest rale risks. The public buys gasoline and groceries from companies that rely 
upon futures and swaps to hedge their commodity price risks. 

That’s vvhy international oversight must ensure that these markets function w'ith integrity, 
transparency, openness and competition, free from fraud, manipulation and other abuses. 

Though the CFTC is not a price-setting agency, recent volatility in prices for basic commodities 
- agricultural and energy - arc very real reminders of the need for common sense rules in the 
derivatives markets. 

International Coordination 

To address changes in the derivatives markets as well as the real weaknesses in sw'aps 
market oversight exposed by the financial crisis, the CFTC is working to implement the Dodd- 
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Frank Wall Street Reform and Consumer Protection Act’s derivatives oversight reforms. Our 
international counterparts also arc working to implement retbrm. 

.lapan has acted and is now working to implement its reforms. In September of last year, 
the European Commission (E.C.) released its swaps proposal. The European Council and the 
European Parliament are now' considering the proposal. Asian nations, as w'ell as Canada, also 
are working on their reform packages. 

As we work to implement the derivatives reforms in the Dodd-Frank Act. we are actively 
coordinating with international regulators to promote robust and consistent standards and avoid 
conflicting requirements in swaps oversight. The Commission participates in numerous 
international working groups regarding swaps, including the International Organization of 
Securities Commissions Task Force on OTC Derivatives, which the CFTC co-chairs with the 
Securities and Exchange Commission (SEC). The CFTC, SEC, European Commission and 
European Securities Market Authority are intensifying discussions through a technical working 
group. 


As w'e do with domestic regulators, wc are sharing many of our memos, term sheets and 
draft work product with international regulators. We have been consulting directly and sharing 
documentation with the European Commission, the European Central Bank, the UK Financial 
Services Authority, the new European Securities and Markets Authority, the .lapanese Financial 
Services authority and regulators in Canada, France, Germany and Switzerland. Two w'eeks ago, 
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1 met with Michel Barnicr, the European Commissioner for Internal Market and Services, to 
discuss ensuring consistency in swaps market regulation. 

The Dodd-Frank Act recognizes that the swaps market is global and interconnected. It 
gives the CFTC the flexibility to recognize foreign regulatory frameworks that are 
comprehensive and comparable to U.S. oversight of the swaps markets in certain areas, in 
addition, we have a long history of recognition regarding foreign participants that are 
comparably regulated by a home country regulator. The CFTC enters into arrangements with 
our international counterparts for access to information and cooperative oversight. We have 
signed memoranda of understanding with regulators in Europe. North America and Asia. 

Furthermore, Section 722(d) of the Dodd-Frank Act states that the provisions of the Act 
relating to swaps shall not apply to activities outside the U.S. unless those activities have “a 
direct and significant connection with activities in, or effect on, commerce” of the U.S. We are 
developing a plan for application or722(d) and expect to receive public input on that plan. 

I will highlight a few broad areas where both regulators in the U.S. and regulators abroad 
are implementing swaps oversight reform. 

Broadening the Scope 


Foremost, the Dodd-Frank Act broadened the scope of oversight. The CFTC and the 
SEC will, for the first time, have oversight of the swaps and security-based swaps markets. The 
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CFTC’s remit is growing from a marketplace that has a notional value of approximately $40 
trillion to one with a notional value of approximately $300 trillion. 

Similar to the Dodd-Frank Act, the European Commission’s proposal covers the entire 
product suite, including interest rate swaps, currency swaps, commodity swaps, equity swaps and 
credit default swaps. It is important that all standardized swaps are subject to mandatory central 
clearing. We are working with our counterparts in Europe to make sure that all swaps, whether 
bilateral or traded on platforms, are subject to such mandatory clearing. 

Centralized Clearing 

Another key reform of the Dodd-Frank Act is to lower intercomicctedness in the swaps 
markets by requiring .standardized swaps between financial institutions to be brought to central 
clearing. This interconnectedness was, in part, the reason for the $180 billion bailout of AIG, 

Clearing is another area where the Dodd-Frank Act and the E.C.’s proposal generally are 
consistent. In both cases, financial entities, such as swap dealers, hedge funds and insurance 
companies, will be required to use clearinghouses when entering into standardized swap 
transactions with other financial entities. Non-financial end-users that are using swaps to hedge 
or mitigate commercial risk, however, will be able to choose whether or not to bring their swaps 
to clearinghouses. 

Capital and Margin 
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The Dodd-Frank Act includes both capital and margin requirements for swap dealers to 
lower risk to the economy. Capital requirements, usually computed quarterly, help protect the 
public by lowering the risk of a dealer’s failure. Margin requirements, usually paid daily, help 
protect dealers and their counterparties in volatile markets or if cither of them defaults. Both are 
important tools to lower risk in the swaps markets. 

The Dodd-Frank Act authorizes bank regulators, the CFTC and the SEC to set both 
capital and margin “to offset the greater risk to the swap dealer or major sw'ap participant and the 
financial system arising from the use of swaps that arc not cleared." 

In Europe, Basel III includes capital requirements for swap dealers. The E.C.’s swaps 
proposal includes margin requirements for uncleared swaps to lower the risk that a dealer’s 
failure could cascade through its counterparties. 

Data Reporting 

The Dodd-Frank Act includes robust recordkeeping and reporting requirements for all 
swaps transactions. It is important that all swaps - both on-exchange and off - be reported to 
data repositories so that regulators can have a window into the risks posed in the system and can 
police the markets for fraud, manipulation and other abuses. 
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There is broad international consensus on the need for data reporting on swaps 
transactions. The E.C. proposal includes similar requirements to the Dodd-Frank Act’s 
requirements. Regulators in Japan, Hong Kong and China also have indicated the need For 
reporting of swaps data. 

Business Conduct Standards 

The Dodd-Frank Act explicitly authorizes regulators to write business conduct standards 
to lower risk and promote market integrity. The E.C, proposal addresses similar protections 
through what it calls “risk mitigation techniques.” This includes documentation, confirmation 
and portfolio reconciliation requirements, which are important features to lower risk. Further, 
the Dodd-Frank Act provides regulators with authority to write business conduct rules to protect 
against fraud, manipulation and other abuses. 

Promoting Transparency 

In the U.S., the Dodd-Frank Act brings transparency to the derivatives marketplace. 
Economists and policymakers for decades have recognized that market transparency benefits the 
public. 


The more transparent a marketplace is, the more liquid it is, the more competitive it is 


and the lower the costs for hedgers, borrowers and their customers. 
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The Dodd-Frank Act brings transparency in each of the three phases of a transaction. 

First, it brings pre-trade transparency by requiring standardized swaps - those that are 
cleared, made available for trading and not blocks - to be traded on exchanges or swap execution 
facilities. 

Second, it brings real-time post-trade transparency to the swaps markets. This provides 
all market participants with important pricing information as they consider their investments and 
whether to lower their risk through similar transactions. 

Third, it brings transparency to swaps over the lifetime of the contracts. If the contract is 
cleared, the clearinghouse will be required to publicly disclose the pricing of the swap. If the 
contract is bilateral, swap dealers will be required to share mid-market pricing with their 
counterparties, 

The Dodd-Frank Act also includes robu.st recordkeeping and reporting requirements for 
all swaps transactions so that regulators can have a window into the risks posed in the system 
and can police the markets for fraud, manipulation and other abuses. 

In Europe, the E.C. is considering revisions to its existing Markets in Financial 
Instruments Directive (MiFlD), which includes a trade execution requirement and the creation of 
a report with aggregate data on the markets similar to the CFTC’s Commitments of Traders 
reports. 
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Furthermore, in February 201 1, IOSCO issued a report on trading that included eight 
characteristics that trading platibmis should have. Many of the IOSCO members participating in 
the report indicated a belief that added benefits are achieved through multi-dealer trading 
platforms. The IOSCO report concluded that, beyond the added benefits of pre-trade 
transparency, trading helps mitigate systemic risk and protect against market abuse. 

.Japan’s swaps reform promotes transparency through mandated post-trade reporting to a 
trade repository. Hong Kong is examining exchange-trading and electronic platform 
requirements as it pursues derivatives refonn. China intends to mandate electronic trading of 
RMB I’X forwards. RMB forward swaps and RMB currency swaps on trading platforms by the 
end of 2012. 

Foreign Boards of Trade 

The Dodd-Frank Act broadened the CFTC's oversight to include authority to register 
foreign boards of trade (FBOTs) providing direct access to U.S. traders. To become registered. 
FBOTs must be subject to regulatory oversight that is comprehensive and comparable to U.S. 
oversight. This new authority enhances the Commission's ability to ensure that U.S. traders 
cannot avoid essential market protections by trading contracts on FBOTs that are linked with 
U.S. contracts. 

Access to Data 
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The Dodd-Frank Act includes a provision that generally requires domestic and foreign 
authorities, in certain circumstances, to provide written agreements to indemnify SEC- and 
CFTC-registered trade repositories, as well as the SEC and CFTC, for certain litigation expenses 
as a condition to obtaining data directly from the trade repository regarding swaps and security- 
based swaps. In addition, the trade repository must notify the SEC or CFTC upon receipt of an 
information request from a domestic or foreign authority. 

After having consulted with staff, SEC Chairman Shapiro and I wrote to European 
Commissioner Barnier to indicate our belief that the indemnification and notice requirements 
need not apply to requests for information from foreign regulators in at least two circumstances. 

First, the indemni fication and notice requirements need not apply when a trade repository 
is registered with the SEC or CFTC, is registered in a foreign jurisdiction and the foreign 
regulator, acting within the scope of its Juri,sdiction, seeks information directly from the trade 
repository. In such dual-registration ca.ses, we acknowledged our belief that the Dodd-Frank 
Act's indemnification and notice requirements need not apply, provided that applicable statutory 
confidentiality provisions are met. Our staff is considering this, along with other 
recommendations, as it prepares final rules for the Commissions' consideration. 

Second, as indicated in the SEC's and CFTC's proposed rules regarding trade repositories' 
duties and core principle.s, foreign regulators would not be subject to the indemnification and 
notice requirements if they obtain information that is in the possession of the SEC or CFTC. The 


1 ! 



107 


SEC and CFTC have statutory authority to share such information with domestic and foreign 
counterparts and have made extensive use of this authority in the past to share infomiation with 
our counterparts around the world. Furthermore, separate statutory authority exists to allow the 
SEC and CFTC to obtain information from a trade repository on behalf of a foreign regulator if 
that foreign regulator is investigating a possible violation of foreign laws 

I anticipate that the CFTC staff will make additional recommendations for the 
Commission’s consideration to facilitate regulators’ access to information necessary for 
regulatory, supervisory and enforcement purjroscs. 

Rule-Writing Process 

The CFTC is working deliberatively, efficiently and transparently to write rules to 
implement the Dodd-Frank Act. fhe Commission on Tuesday scheduled public meetings in 
July. August and September to begin considering final rules under Dodd-Frank, We envision 
having more meetings throughout the fall to take tip linal rules. 

The Dodd-Frank Act has a deadline of 360 days after enactment for completion of the 
bulk of our rulemakings - July 16, 201 1 . The Dodd-Frank Act and the Commodity Exchange 
Act (CEA) give the CFTC the fle.xibility and authority to address the issues relating to the 
effective dates of Title VIE We are coordinating closely with the SEC on these issues. 
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The Dodd-Frank Act made many significant changes to the CEA. Section 754 of the 
Dodd-Frank Act states that Subtitle A of Title VII - the Subtitle that provides for the regulation 
of swaps - “shall take effect on the later of 360 days after the date of the enactment of this 
subtitle or. to the extent a provision of this subtitle requires a rulemaking, not less than 60 days 
after publication of the tinal rule or regulation implementing such provisions of this subtitle." 

Thus, those provisions that require rulemakings will not go into effect until the CFTC 
finalizes the respective rules. Furthermore, they will only go into effect based on the phased 
implementation dates included in the final rules. During Tuesday's public Commission meeting, 
the CFTC released a list of the provisions of the swaps sublitle that require rulemakings. 

Unless otherwise provided, those provisions ofTitie VII that do not require rulemaking 
will take effect on .luly 16, The Commission on Tuesday voted to issue a propo.sed order that 
would provide relief until December 31. 201 1. or when the definitional rulemakings become 
effective, whichever is sooner, from certain provisions that would otherwise apply to swaps or 
swap dealers on .hily ! 6. This includes provisions (hat do not directly rely on a rule to be 
promulgated, but do refer to temis that must be further defined by the CFTC and SEC, such as 
“swap” and “swap dealer.” 

The order proposed by the Commission also would provide relief through no later than 
December 31, 201 1, from certain CEA requirements that may result from the repeal, effective on 
July 16, 201 1 , ofsome of sections 2(d), 2(e), 2(g). 2(h) and 5d. 
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The proposed order will be open for public comment for 14 days after it is published in 
the Federal Register. We intend to finalize an order regarding relief from the relevant Dodd- 
Frank provisions before July 16, 201 1, 

Conclusion 

Though two years have passed, we cannot forget that the 2008 financial crisis was very 
real. Effective reform cannot be accomplished by one nation alone. It will require a 
comprehensive, international response. With the significant majority of the worldwide swaps 
market located in the IJ.S. and Europe, the effectiveness of reform depends on our ability to 
cooperate and find general consensus on this iniich needed regulation. 

Thank you, and I’d be happy to take questions. 
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Testimony of Stephen O’Connor 
Managing Director, Morgan Stanley 
and 

Chairman, International Swaps and Derivatives Association 
Before the 

US House of Representatives Committee on Financial Services 
June 16, 201 1 


Chairman Bachus, Ranking Member Frank and Members of the Committee; 

Thank you for the opportunity to testify today. As the Committee’s hearing 
demonstrates, there is significant interest and concern among coiporations, asset managers, 
govemment entities and financial institutions in the US and abroad regarding the impact of new 
regulatory frameworks that arc being proposed or implemented in key jurisdictions. 

In my time today, I will focus on the over-the-counter (OTC) derivatives markets, and 
will discuss the major differences that appear to be developing between US and foreign 
regulatory regimes. I will also discuss the potential impact of those differences for US financial 
markets and the US economy. 

I would like to begin by making five key points: 

• First, IS.DA and our members completely support and are committed to a robust 
regulatory framework for OTC derivatives - one that creates level playing fields across 
borders for all market participants, for example for US firms doing business abroad and 
non-US institutions operating in the US. 

• Second, we have over the past three years made substantial progress in implementing the 
most important aspects of that framework - those that address systemic risk issues, such 
as clearing and trade repositon'es. 

• Third, while we have made significant progress in addressing systemic risk further 
improvements can and will be made. I should also note that in this area, the systemic risk 
rules relating to clearing and regulatory reporting, there is great consistency between the 
US and other major jurisdictions and this is very helpful for market participants. 

• On the other hand, my fourth point is that there is far less consensus in the US and 
overseas regarding matters outside the systemic risk area. These issues relate primarily to 
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O'f'C derivatives market structure. They are the subject of considerable discussion and 
debate, both within the US, and between the US and other jurisdictions. It appears that 
there will be significant divergences from the US regulatory approach in international 
regulatory regimes. 

• Fifth and finally, in addition to the potentially substantive policy differences between US 
and other regulatory regimes, there are equally significant timing differences between 
jurisdictions. Given the scope of US reform efforts, it is virtually impossible to 
determine how different a.spects of the new regulations may interact or conflict with each 
other. And given the pace of those efforts, it is likely that there wall be different playing 
fields between the US and foreign markets for some time. ISDA believes that the 
application and effect of US law and regulation should be as even handed as possible 
with respect to both US and non-US financial institutions. Currently, it appears as though 
this will not be the case. 

To summarize, there are large and growing differences in the pace and scope of 
regulatory reform efforts in the US and other jurisdictions. These differences have less to do 
with key systemic risk issues and more to do with the structure and functioning of the OTC 
derivatives markets. They put US financial markets at a disadvantage by driving up costs and 
reducing liquidity. And they do so without demonstrating any clear benefit to equal or outweigh 
the considerable costs they impose. 

Finally, ISDA is an international organization, representing the interests of ftrrns across 
the globe and it is important to recognize that conflicting regulatory requirements will affect both 
US and non-US fimis doing business here, which could limit participation by non-US fimis in 
the US capital markets, potentially resulting in lower liquidity as well as business moving 
abroad. 


+ * 

I would like to address each of my points in more detail. But before 1 do, it’s important 
to note that much of my discussion of the regulatory regimes for OTC derivatives in the US, EU 
and elsewhere is based on our cun'ent reading of the proposals that are under consideration. 
Those proposals may change. In addition, the rule-making process in the US is in full swing. It 
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will be some months before ail of the proposed regulations are finalized and longer still until 
they are implemented and their impact assessed. Both of these factors make it somewhat more 
difficult to conduct a precise compari.son of the different regulatory frameworks that arc being 
developed. 

I would also like to point out that wc at ISDA are sensitive to the perceptions that 
suiTOund any discussions or comments that we or other market participants may have regarding 
the implementation of the Dodd-Frank Act. The financial crisis was but a few short years ago, 
and our economy and our markets have still not fully recovered. It w'ould be easy for many to 
dismiss our views as just another effort to block, impede or delay regulatory reform. 

With the memory of the financial crisis so fresh in our minds, let me assure the 
Committee that we do not undertake our commitments to regulatory reform lightly. We 
recognize their importance and we understand onr responsibility to act and speak responsibly. 

That is why it is important to state clearly: The International Swaps and Derivatives 
Association squarely supports financial regulatory reform. Whaf s more, we have worked 
actively and engaged constructively with policymakers in the US and around the world to 
achieve this goal. 

This, indeed, is our mission: to make over-the-counter (OTC) derivatives markets safe 
and efficient. And it’s one that we have remained committed to since our founding in 1 985. 
ISDA ha.s, for example, helped to significantly reduce credit and legal risk by developing the 
ISDA Master Agreement and a wide range ofrelatcd documentation materials, and in ensuring 
the enforceability of their netting and collateral provisions. The Association has also been a 
leader in promoting sound risk management practices and processes. 

Today, ISDA has more than 800 members from 56 countries on six continents. These 
members include a broad range of OTC derivatives market participants: asset managers, energy 
and commodities firms, government and supranational entities, insurers and diversified financial 
institutions, corporations, law finns. exchanges, clearinghouses and other service providers, as 
well as global, international and regional banks. 

In the years leading up to and since the passage of the Dodd-Frank Act, ISDA. the major 
dealers, buy-side institutions and other industry associations have worked collaboratively with 
global regulatory supervisors to deliver structural improvements to the global OTC derivatives 
markets. These structural improvements, which have helped to significantly decrease systemic 
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risk, involve three key areas - reducing counterparty credit risk, increasing transparency, and 
improving the industry’s operational infrastructure. 

One of the important ways that ISDA and the industry' have worked to reduce 
counterparty credit risk is by embracing central clearing of derivatives transactions. Currently 
over 90% of new eligible credit and interest rate derivatives transacted between clearing house 
members are cleared on central counterparties. The volume of uncleared interest rate swaps has 
declined 42% between 2008 and 2010. 

Another systemically important area of focus for ISDA and market participants is the 
estabiishraent of trade repositories for the different OTC derivatives asset classes. Trade 
repositories collect and maintain a database of all OTC derivatives transactions, such databases 
being available to regulators at any time. They can play an important role in improving 
regulatory transparency by providing an unprecedented level of market and firm-wide risk 
exposures to the appropriate supervisors and regulators. ISDA has helped to establish 
repositories for interest rate, credit and equity swaps and is in the process of doing so for 
commodity swaps. 

To strengthen the industry's operational infrastructure, ISDA and market participants 
have improved OTC derivatives processing, resulting in greater automation and reduced 
confirmation backlogs, Electronic confirmation of transactions is increasing across OTC asset 
classes. 

In these and other ways, ISDA and the industry arc demonstrating our long-standing 
commitment to build robust, stable financial markets and a strong financial regulatory 
framework. Our work is not done yet. Further progress lies ahead, and in fact we have always 
recognized that there must be a proceiss of continuous improvement across all areas of our 
markets. 


♦ ♦ ♦ 

Let me turn to address the issues that are the main focus of your hearing today. 

Today, OTC derivatives market participants are concerned by the potentially divergent 
approaches being taken in key regulatory jurisdictions. While it is too early to know for sure 
w'hat frameworks will be adopted in the EU, EC officials have indicated publicly that it is not 
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their intention to change the structure of the OTC derivatives markets. It appears, rather, that the 
EC is focusing on the key systemic risk issues arising from the financial crisis that have been 
identified by the G-20 and the Financial Stability Board ~ counteqrarty credit risk, regulatory 
transparency and operational infrastructure. 

These systemic risk issues are, as you know, also the major drivers behind the Dodd- 
Frank Act. As 1 noted before, they arc where ISDA and the industry are most heavily focused. 
There is, however, a significant US regulatory emphasis on areas not related to these systemic 
risk issues. This emphasis may go beyond the statutory requirements of the Act and will create 
new rules that will adversely affect the existing swaps markets with littie apparent benefit. 
Requirements for the use and structure of execution platforms, capital and margin requirements, 
and business conduct standards are among the issues that could differ substantially between 
regimes. 

The proposals regarding electronic trading platforms, which we in the US refer to as 
swap execution facilities (or SEFs) and tho.se in the EC refer to as organized trading iacilitiSs (or 
OTFs) are one example. 

In the US alone, there are different requirements proposed by the CFTC and the SEC 
regarding how derivatives are to be traded on SEFs. Under tlie CFTC SEF version, swap users 
requesting price quotes must do so from at least five dealers for swaps transactions that are 
required to be cleared and possibly traded on a SEF. The SEC SfiF rule allows swap users to 
request a price quote from a single dealer for such transactions. 

The CFTC SEF requirement has raised a number of questions among market participants. 
There is to our knowledge no objective evidence that supports or that indicates why five is the 
optimal number of dealers from whom quotes should be requested on a SEF. The law itself only 
specifies that participants have the ability to request quotes from multiple participants. It is 
widely believed that tlie requirement will adversely impact the liquidity of OTC derivatives 
markets and, perhaps most importantly, limit tlie liquidity available to entities using derivatives 
to hedge and mitigate risk, such as asset managers and corporate end-users. In addition, it w'ould 
not offer any significant countervailing benefits. The prices of OTC derivatives transactions that 
will be cleared — and which as noted must be traded on a SEF if there is one that makes them 
available for trading - are already very competitive. It should be noted that regulatory visibility 
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into trading patterns and risk exposures can already be provided by trade repositories without any 
downside. 

At this point in the process, the CFTC SEF requirement has no regulatory parallel in the 
EC or other major jurisdictions. Consequently, the proposal could uniquely and adversely 
impact US markets and US competitiveness. 

Similarly, banks operating in the US will be forced to comply with the Section 716 of the 
Dodd-Frank Act, the so-called "push-out" provision, which has no counterpart in proposed EU or 
Asian regulations. ISDA supports the removal of Section 716 to resolve inefficiencies, such as 
loss ofexposure netting, that will be created by forcing institutions to conduct their sw'aps 
business across multiple legal entities. In addition, non-US firms may have a serious 
disadvantage with respect to the provision as they do not have the benefit of the Section 716 
exemptions now enjoyed by US finns. At a minimum, ISDA believes the Section 716 
exemptions should be extended to US branches of foreign banks. 

Another important point of divergence relates to new rules regarding business conduct 
between swap dealers and their customers. The CFTC’s proposed rules appear to apply 
concepts more applicable to the traditional agency role of securities and futures firms and do not 
recognize that the vast majority of swap counterparties are sophisticated financial market 
participants or at least have access to sophisticated advisors. The proposed rules would alter the 
arm’s length nature of the relationship between swap dealers and their counteiparties, creating 
confusion regarding the parties' respective responsibilities, and potentially resulting in severe 
market disruption, at least for certain type of counterparties. For example, in their current form, 
the new standards could effectively preclude participation in the OTC swap markets by pension 
plans, municipalities and other “Special Entities;" introduce substantial and unnecessary 
uncertainty and litigation into the swap markets; and subject market participants to unnecessary 
costs, execution delays, and risks. Furtliemiore, these standards go well beyond the protections 
required by the statute and are counter to Congress' intent of maintaining a robust and 
competitive US derivatives market. They also go well beyond the regulatory framework 
contemplated in other jurisdictions. 

Another key area of potential divergence relates to clearing rules for transactions between 
affiliated institutions. Inter-affiliate trades are used for internal hedging and risk management, 
and do not increase systemic risk as such trades are not executed with external counterparties. 
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European policymakers are discussing an exemption for transactions between related BU 
affiliates from mandatory clearing requirements. The current US framework would not. Tn fact, 
given the Section 716 requirements of the Act, inter-affiliate trading is likely to increase. This 
means that two subsidiaries ofa single US financial institution, and potentially two subsidiaries 
of a non-US firm, that engaged in a swap transaction could be required to post margin on that 
transaction, and potentially be required to centrally clear the transaction. In effect, this means 
that firms active in the US would need to post collateral and clear transactions with themselves. 
We believe that these provisions should not apply to inter-affiliate transactions of any financial 
institution. Inter-affiliate trades should be excluded from most Title VII requirements as their 
inclusion wall only increase costs and burdens for US financial institutions and of trading in the 
US markets. 

The potential solution for these areas of divergence is to build a rational dialogue around 
consideration and adoption of the well-considered positions of other countries. This would 
mitigate the negative impact to the US markets described earlier. In other situations where non- 
US proposals create potentially negative impacts, a solution would be to request harmonization 
of the non-US rules to US regulator proposals if our proposal causes less detriment and greater 
protection to the markets. 

The final area of divergence that 1 would like to discuss today relates to the previously 
obscure issue of extraterritoriality, which has taken on added stature in recent weeks. There are 
today large and growing concerns regarding the applicability of the Dodd-Frank Act outside of 
the US. Concerns around the extraterritorial scope of Dodd-Frank are already creating a great 
deal of uncertainty among market participants about whether and how to implement a new 
regulatory framework that may duplicate or conflict with that of their parent country. For 
instance, if derivative transactions between an Italian company and the UK subsidiary of a US 
bank were subjected to transaction level Dodd-Frank rules, but similar transactions between that 
Italian company and a UK bank without a US parent w'ere not subject to those same rules, the 
end result would be that foreign companies would avoid doing business with swaps dealers 
affiliated with US companies. They would instead transact with financial institutions not covered 
by the scope of these margin requirements. It could put US markets at a serious competitive 
disadvantage. 
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Adding to the uncertainly are new rules issued by federal regulators on margin 
requirements that included provisions regarding extraterritorial application of those 
requirements, at least for swap dealers subject to prudential regulation. These rules would 
create significant issues for swap dealers affiliated with US holding companies and unnecessarily 
drive up the expense for foreign companies doing business with these swaps dealers. 

The extraterritoriality proposals are inconsistent with Congressional intent regarding the 
tenitorial scope of the new regulatory framework for derivatives. Congress included provisions 
in Dodd-Frank that explicitly instruct regulators to impose the regulations outside the US only if 
there is a "direct and significant connection" with US activities or commerce or as necessary to 
avoid evasion of Dodd-Frank. These provisions are intended to appropriately balance the 
protection of the safety of the financial system with the competitiveness of US institutions, 
which is also necessary for a healthy US banking system. 

Disadvantaging foreign institutions and US subsidiaries of such institutions, through 
divergent capital requirements or otherwise, discourages foreign investment in US subsidiaries, 
which leads to fewer jobs and to less competition within our shores. Such divergent treatment 
also creates the potential for retaliatory measures abroad, thus limiting opportunities and creating 
a hostile market environment for both US- and foreign-based finns. 

Unlike the potential solution for the first few issues, the solution here is to recognize 
rational limits on the extent to which US rules can govern offshore transactions. The goal should 
be a level playing field and the recognition that other jurisdictions W'ill also have comprehensive 
and complementary regulatory regimes, even if not the same as ours. 

* * ♦ 


Each of the issues I have discussed reflects potentially important differences in policy 
across jurisdictions. These differences could significantly disadvantage participants in the US 
OTC derivatives markets - be they financial institution dealers (US or non-US), pension funds 
managing their risk and investment returns, corporations hedging their interest rate exposure, or 
energy firms managing their exposure to volatile commodity prices. 

In addition to these policy differences, there are also important differences in timing that 
could significantly impact US financial markets. The fact that firms based or doing business in 
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US markets will be subject to a new regulatory framework well before a complementary 
framework is established in other key Jurisdictions is itself a cause for concern. The potential for 
that US framework to inadvertently create an uneven playing field for the US markets adds to 
those concerns. So too does the prospect that some firms active in the US markets may have to 
comply with two sets of regulatory regimes. Ultimately this could lead to increased costs, 
decreased liquidity and a reduction in the overall availability of capital in the US markets. 

As we all know, the volume of rulemakings in the US is very large, the rules are 
complicated, and there are significant interdependencies among many of them. Dealers and 
swaps market participants will need to devote significant resources to adapting to and 
implementing these new rules over the next few years. To make matters worse, many market 
participants do not yet know whether or how or when the new rules will apply to them. The scale 
of change required in the swaps market by the Dodd-Frank Act, including new trading, reporting 
and clearing requirements, registrations, compliance regimes, and documentation requirements 
cannot be overstated. 

It’s clear that additional time is required to review and evaluate the full mosaic of the 
proposed new rules. The CFTC’s decision to reopen Title VII comment periods for 30 days is a 
step in the right direction. However, simply re-opening the comment period does not provide 
any insight on how the extensive prior comments on the original proposals may have influenced 
the Commission’s thinking in crafting final rules, 'fhc comment period re-opening cannot replace 
the value of allowing consideration of how the thousands of comments will be incorporated into 
the rules, and how such re-proposed rules will interact and come together in an overall 
framework for market infrastructure. So it is es.scntial that market participants have an 
opportunity for additional review and comment on the entire revised set of rules which the 
Commissions will publish after evaluating comments received. 

In addition to the need for a second or subsequent comment period on rule proposals, 
there is also a significant need for a rational, appropriate phase-in of implementation of the mles 
across markets and market participants. The former will be essential so that rules are 
appropriately tailored, work in tandem, and avoid unduly impairing market liquidity or adversely 
impacting investors. The latter is about enabling market participants to implement the changes 
most effectively. Both issues are, however inter-related; it is not enough to phase-in 
implementation if the final rules themselves are unw'orkable or in conflict. 
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ISDA supports elTorls lo provide policymakers and market participants with additional 
lime needed to weigh the individual and cumulative impact of the proposals, as well as 
their costs and benefits. This would help to ensure that US markets and their competitiveness are 
not unintentionally harmed by any aspects of the proposed rulemakings. 

We have developed, and have discussed with the Commissions, suggested approaches 
that would phase in the implementation of new rules. Our approach is based on a series of key 
principles that we believe should govern the implementation schedule. We have outlined these 
principles in detail in a letter to the Commissions. To summarize them, ISDA believes that: 

• Sufficient time should be granted to market participations to implement the final rules so 

as to avoid market disruptions; 

• Our first implementation priority is providing regulators with enhanced transparency 

through the trade repositories; 

• Requirements should be phased in by type of market participant and asset class; 

• Systemically important initiatives should be phased in first; 

• We need to allow adequate time for these changes to flow through to customers; and 

• Regulators should rationalize how they implement different rules. 

* * * 

If s clear that we are entering a new era of finance - and of financial regulation - in the 
US and abroad. ISDA supports public policy and industry efforts to build a more robust, stable 
financial system in which safe, efficient OTC derivatives markets enable more effective risk, 
investment and financial management. 

As we work to do so, it is vitally important that the competitiveness of the US financial 
markets stay top of mind. Financial institutions, pension funds, asset managers, corporations, 
energy and commodity companies and others routinely use OTC derivatives. According to our 
research, over 90% of the largest US companies use OTC derivatives to manage their business 
and financial risks. 

OTC derivatives play an important role in the American financial systems and the 
American economy. While we are all supportive of initiatives that decrease systemic risk, policy 
differences that impose significant costs but offer few, if any, offsetting benefits may lead to 



increase costs, decreased liquidity, a reduction in grow'lh capital, the erosion of US 
competitiveness and the loss of jobs in the US financial markets. Although the US remains one 
of the most dynamic, innovative marketplaces in the world, we note that transaction volume in 
London already exceeds that in New York. We also note that the five largest US-based dealers 
reported a notional amount outstanding equal to only 37% of the total notional amount for 
interest rate, credit, and equity derivatives globally. 

The best way to avoid many of the issues that I have discussed, and to protect the 
competitiveness of US markets, is to work with the EU and other ovenseas jurisdictions towards 
a convergence of the rule sets and a convergence of the timelines for implementation, thus 
reducing the impact of any temporary or permanent regulatory differences between the US and 
other financial markets and mitigating the damage that these differences will cause. 
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Chairman Bachus, Ranking Member Frank, and Members of the Committee, my 
name is Tim Ryan and I am President & CEO of the Securities Industry and 
Financial Markets Association (“SIFMA”).’ SIFMA appreciates the opportunity to 
testify at this important hearing on the International Context of Financial 
Regulatory Reform. In this context, our testimony will specifically discuss the 
capital regimes proposed by the Basel Committee on Banking Supervision 
(“Basel”) and the Financial Stability Board of the G-20 (“FSB”), the Voicker Rule 
under Section 619 of the Dodd Frank Act (“Dodd-Frank” or the “Act”), global 
reforms to the derivatives markets, and the impact of convergence of U.S. GAAP 
accounting standards with International Financial Reporting Standards (‘'IFRS"). 


^ The Securities Industry and Financial Markets Association (SIFMA) brings together the shared 
interests of hundreds of securities firms, banks and asset managers. SlFMA's mission is to support 
a strong financial industry, investor opportunity, capital formation, job creation and economic 
growth, while building trust and confidence in he financial markets. SIFMA, with offices in New York 
and Washington, D.C., Is the U.S. regional member of the Global Financial Markets Association 
(GFMA). For more information, visit http://www.sifrna.orQ . 
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The passage of Dodd-Frank, together with industry initiatives, other U.S and 
global regulatory reforms, and actions proposed by Basel and FSB, are important 
efforts to ensure safety and soundness and to restore confidence in the global 
financial system in the aftermath of the financial crisis. As important as these 
various actions have and will be, it is equally important that policy makers, 
market participants, investors and consumers understand the magnitude and 
collective impact of these actions and their effect on U.S, markets, the economy 
and the lives of ordinary Americans, As Federal Reserve Chairman Ben 
Bernanke recently stated no such effort to consider the collective impact of these 
actions has taken place. ^ 

Furthermore, we believe that U.S. regulators and our G-20 partners continue to 
be insufficiently coordinated to provide consistent implementation of reforms on a 
cross-border basis. We echo the comments of Treasury Secretary Geithner last 
week in calling for better such coordination.^ 

As we move towards the one year anniversary of the passage of Dodd-Frank, we 
welcome your focus on these issues and their impact on the future health and 
competitiveness of the U.S. financial services sector and markets and on 
economic growth. 

SIFMA has been, and will continue to be, a constructive voice as these U.S. and 
global reforms are developed and implemented. Our members understand the 
value that a well-designed regulatory system can bring to restoring investor 
confidence and minimizing systemic risk. However, while we are supportive of 
many of these initiatives, we also believe that the range and extent of them, 
combined with the significant changes already implemented, could have 
potentially far reaching consequences for the economy and the long-term viability 
of U.S. financial markets as a ready source of capital and credit. 


^ Response of Federal Reserve Chairman Ben Bernanke, International Monetary Conference, June 7, 201 1 
^ Remarks of Secretary Timothy Geithner before the International Monetary Conference, June 6, 201 1 . 
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Based on this, we ask the Committee to view our testimony within the context of 
the following broad themes and exert its oversight powers with respect to the 
following: 

1) Costs to the economy must be taken into account. The layering 
and aggregate impact of both U.S. and global regulatory reforms imposes 
significant costs not just on the industry, issuers, and investors, but on 
consumers and the U.S. economy. In the wake of the crisis, it may be 
tempting to adopt any reform that seems to promote safety, but that would 
be extremely unwise if the economic costs outweigh the marginal benefits 
to increased safety. At present, far too little attention is paid to examining 
potential costs of particular reforms in terms of reduced credit or financial 
intermediation. And far too little attention is paid to assessing the actual 
amount of additional safety that particular proposed reforms will achieve. 
This balance must be taken into account - costs and benefits -- for reform 
to be effective. 

2) Consistent rules and their consistent implementation across 
jurisdictions is critical to fairness, U.S. competitiveness, and safety 
and soundness. Uniform global rules and their consistent global 
application with respect to major financial reforms, such as Basel III and 
FSB capital requirements, changes to the derivatives market, and limits on 
proprietary trading, are critical if the U.S. is to maintain its position as the 
deepest, most liquid, and most innovative financial market in the world. 
This fundamental principle will be undermined if the U.S. unilaterally 
imposes restrictions on its institutions that do not apply in other major 
financial markets around the world - which is already occurring with 
respect to certain aspects of derivatives reform and the “Voicker Rule" 
restrictions on proprietary trading. And it is also undermined where 
supposedly common rules are implemented inconsistently in different 
countries - as critics have complained about with respect to Basel capital 
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rules. Much more needs to be done to ensure the consistent application 
of existing rules before significant new rules are adopted, which will only 
widen competitive disparities. 

Accordingly, my testimony will address the following key points: 1) the 
importance of the healthy and vibrant financial services sector to the U.S. 
economy; 2) concerns related to the aggregate impact and fragmentation of 
global regulatory reforms; and 3) the potentially negative impact of certain 
regulatory reforms. 

Benefits of the Financial Services Sector 

A robust finance industry provides businesses with vehicles to lower the cost of 
capital, stimulates global investment and trade, and presents investors with a 
broad array of products and services to increase return and manage risk. 
Importantly, these financial services and products help facilitate and finance the 
export of manufactured goods and agricultural products, while helping the U.S. 
become the world’s number one exporter of services, a key contributor in terms 
of U.S. private sector employment. 

I Financial Activities Employment as % of Total Service Sector | 

Employment. Seasonally Adjusted 

7,5% I 

7 . 4 % -■ - 



6 . 6 % - - ; 

1995 2000 2005 2010 

Source; U.S. Department of Labor, Bureau of Labor Statistics ; 
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The long-term health and vigor of this sector, and its ability to service customer 
needs, depends on its ability to remain competitive. This is all the more 
important as the U.S. share of global output and its financial markets has 
become relatively smaller, and as the U.S. faces increasing competition from 
both developed and emerging markets, such as China.'* Highlighting this point is 
the fact that the U.S. share of global equity market capitalization in 2009 was 
about 31%, roughly half the share in 1983. In comparison, emerging markets 
now account for about 28% of global equity market capitalization, over five times 
their share in 1982. 


US Equity Market Capitalization as % of Global Equity Market 

Capitalization 

1980 - 2009 



Source; Standard and Poor’s 


“The 10 companies that went public abroad in 2010 — and 75 from 2000 to 2009 — compares with only 
two United States companies choosing foreign exchanges from 1991 to 1999.” New York Times, June 8, 
2011, “Fleeing to Foreign Shores”, by Graham Bowley. 
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As U.S. corporations continue to expand their global capabilities and establish 
themselves in foreign markets, financial firms must follow them to remain 
competitive. That is, financial institutions provide the services that facilitate the 
entry of companies into international markets. They have developed global 
platforms in order to offer their services on a cross-border basis, or they have 
established local offices. In this way, financial services firms have set up the 
infrastructure to help multinationals navigate through the complexities of trade 
and investment flows that span geographic regions and economies. These are 
not services that can be replicated by smaller domestic financial firms as some 
have suggested. Furthermore, because of our deep and liquid markets, and 
strong investor based economy, foreign financial firms have made significant 
investments in the U.S., adding capital, liquidity, and employment. An unlevel 
playing field resulting from the failure to coordinate regulations cross-border in 
terms of capital requirements and activities restrictions would not only affect U.S. 
firms but diminish the attractiveness of U.S. markets to foreign financial firms, to 
the detriment of U.S. markets, issuers and investors.^ 

That is not to say there shouldn’t be new enhanced capital requirements and 
activity rules; to the contrary, institutions operating in the United States, both U.S. 
and foreign domiciled, hold much greater, and higher quality capital today than 
before the crisis. Since the end of 2007, U.S. financial firms have raised more 
than $300 billion of common equity while repaying U.S. taxpayers for their TARP 
investment early and with a $12 billion profit. The largest U.S. banks have also 
reduced their average leverage ratio from 16:1 to 11:1 and increased loan loss 
reserves by almost 200%.® 


^ Foreign firms operating in the U.S. employ 250,000 U.S. citizens and permanent residents and are 
responsible for 25% of commercial and industrial lending in the U.S., according to the Institute of 
international Bankers. 

® Remarks of Secretary Timothy Geithner before the International Monetary Conference, June 6, 201 1 . 
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Bank Holding Company Tier 1 Risk-Based Capital Ratio and Leverage 
Ratio 



Dec-06 Dec-07 Dec-08 Dec-09 Dec-10 

Tier 1 Risk-Based Capital Ratio - 
Tierl Risk-Based Capital /Total Risk-Weighted Assets 

Leverage Ratio - 1 /Capital Ratio Source; Federal Financial Institutions Examination Council 


Piling on additional capital requirements and other rules designed to reduce risks 
in the system, absent a clear understanding of the cumulative effect of such 
changes, will negatively impact both the ability to fund credit and capital demand 
in the United States and the recovery of the general economy by raising costs to 
consumers or reducing credit availability. No regulator has attempted to assess 
this impact on the economy in a thorough and robust manner. 


Fragmentation of Global Regulation 

Furthermore, SIFMA believes that fragmented or conflicting regulation will 
complicate the ability of market intermediaries, investors, and those seeking to 
raise capital to conduct business efficiently. That is why it is critical that, as U.S. 
regulatory authorities implement Dodd-Frank, and our G-20 partners implement 
their reform measures, they adhere to G-20 principles by avoiding inconsistent 
and divergent regulation that would impose unnecessary burdens on global 
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markets, create barriers to market entry, distort competition, and encourage 
regulatory arbitrage. 

Indeed, U.S. regulations that are being implemented on a unilateral basis are 
threatening the competitiveness of the U.S. markets. Consequently, we urge the 
Committee to request that the Financial Stability Oversight Council (“FSOC”) 
meet its Dodd-Frank mandate to monitor domestic and international regulatory 
proposals that impact U.S. competitiveness.^ This is essential to ensure that 
U.S. financial markets, and ultimately the U.S. economy, are not put at a 
competitive disadvantage in terms of access to credit and capital. While the 
Dodd-Frank Act created a legal framework for regulatory reform, advances in 
other jurisdictions are moving at different and uneven paces. It remains vital that 
we seek a well-balanced and well-coordinated regulatory framework and guard 
against the potential for the promulgation and implementation of reforms that can 
result in the type of regulation that the G20 committed to avoid - measures that 
create barriers to market entry, distort competition, and encourage regulatory 
arbitrage. Secretary Geithner underscored this point in his remarks on June 6 
where he stated: 

We live in a global financial marketplace, with other financial centers 
competing to attract a greater share of future financial activity and profits. 

As we strengthen the protections we need in the United States, we have 
to reduce the chance that risk just moves outside the Untied States. 
Allowing that would not just weaken the relative strength of U.S. firms and 
markets, it would also leave the world economy vulnerable to future 
crisis.® 


“...to monitor domestic and international financial regulatory proposals and developments, including 
insurance and accounting issues, and to advise Congress and make recommendations in such areas that 
will enhance the integrity, efficiency, competitiveness, and stability of the U.S, financial markets;" Section 
112 (a) (2) (D), Dodd-Frank Wall Street Reform and Consumer Protection Act 

® Remarks of Secretary Timothy Geithner before the International Monetary Conference, June 6, 201 1 . 
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Equally important is to be able to understand the aggregate impact these 
regulatory and legislative initiatives will have on the economy’s ability to grow. 
While individually each initiative may have merit - and SlFMA’s members 
support many of the reforms - it is also vital to determine whether, taken 
together, these reforms negatively impact consumers, investors, capital flows, 
economic growth, or job creation during a period of global economic vulnerability. 
However, no such determination has been made. As previously noted, in 
response to a question on the matter. Federal Reserve Chairman Bernanke 
stated: "Nobody has looked at it in all detail, but we certainly are trying as in each 
part to develop a system that is coherent and that is consistent with banks 
performing their vital social function in terms of extending credit."® 

We believe that the FSOC, as mandated by Congress under the Act, should 
conduct an analysis of the major policy changes implemented by U.S. regulators 
since the crisis, including those required by the Act and the proposed global 
reforms to determine the aggregate impact of these changes on the U.S. 
economy and U.S. financial markets. We also believe such an analysis should 
be done with respect to each major financial reform proposal, including increased 
capital requirements, comprehensive derivatives reform, and the Volcker rule. 

Nearly two years ago, G20 Leaders identified this as a potential problem, noting 
that in light of these far reaching reforms that they must “...work together to 
assess how our policies fit together, to evaluate whether they are collectively 
consistent with more sustainable and balanced growth, and to act as necessary 
to meet our common objectives."^® This is critically important so as to ensure a 
durable economic recovery. To date we have seen no analysis from the G20 
that looks at the costs and aggregate impact to the global economy of the 
unprecedented level of reforms. We believe that a sound framework for gauging 
the cumulative impact of global reform measures on economic growth and job 

® Federal Reserve Chairman Ben Bernanke, International Monetary Conference, June 7, 201 1 
G20 Leaders Statement of September 24-25, 2009 related to developing a “Framework for Strong, 
Sustainable, and Balanced Growth”. 
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creation, and where the right balance lies, is one of the most important tasks 
ahead. 

For example, viewed in the aggregate, it will be important to ensure that Basel III 
capital and liquidity rules, combined with the proposed FSB capital surcharge on 
globally systemically important financial institutions (“G-SIFI’s") and Dodd-Frank’s 
“enhanced prudential standards” for like institutions deemed systemic in the U.S., 
do not unduly reduce lending and underwriting capacity in our financial markets, 
resulting in significantly reduced capital formation and investment. It will be 
important to assess whether sharply increased capital and liquidity requirements 
will lead to counterproductive changes to business models and increases to the 
cost of financial intermediation. Furthermore, U.S. and global regulators must 
consider the tangible effects of other reform provisions, such as Orderly 
Liquidation Authority, Living Wills, the Collins Amendment in Dodd-Frank, The 
Federal Reserve Board's recently proposed capital plans requirement, Basel 2.5, 
Volcker prohibitions on proprietary trading, pushing out derivatives trading from 
banks (Section 716), and exchange trading and clearing mandates for OTC 
derivatives. 

These provisions, at least for U.S. and foreign-domiciled firms operating in the 
U.S., are expressly designed to reduce risk, both to individual firms and to the 
financial system. As a result, with all due respect, we strongly disagree with 
Governor Tarullo that such provisions should be viewed as “complementary” to 
“enhanced prudential standards” or any G-SIFI surcharge.’’ Rather, we concur 
with the recent comments of Secretary Geithner where he stated that in 
considering a surcharge, regulators 

“also need to look at the full impact of other reforms in the system that 
have the effect of reducing both the probability of failure of large 
institutions ... the new liquidity requirements on these institutions, limits 

” For these reasons, the special resolution mechanism of Dodd-Frank and the enhanced capital 
requirements called for by that same law should be regarded as complementary rather than as substitutes>" 
Remarks of Federal Reserve Governor Daniel K. Tarullo, Peter G. Peterson Institute for International 
Economics June 3, 201 1 . 
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on leverage, concentration limits, activity restrictions, the forthcoming 
margin rules for derivatives, the stronger financial cushions being built in 
central counterparties, the tougher requirements on tri-party repos and 
securities lending, in short, capital requirements cannot bear the full 
burden of protecting the system against risk, and they should be 
considered in the context of the reinforcement provided by these other 
reforms.”'’^ 

From a global perspective, we believe that the FSB should undertake a global 
impact assessment that would model the economic impact of the disparate global 
reform efforts on global growth and job creation. This should be done both for 
individual major reform proposals and for the proposals in the aggregate. In 
addition, the FSB and Basel should institute a rigorous peer review process 
among global supervisors, not one based simply on surveys, to make certain that 
reforms are implemented and applied in a consistent manner. 

Discussion of Key Regulatory Reform Measures and their Potential Impact 
on U.S. Markets 

While the regulatory reform and repair measures taken to date have put the U.S. 
and global financial systems on sounder footing, it is also the case that a number 
of measures, either create, or risk creating, divergences that could raise costs to 
investors, unnecessarily increase the complexity of compliance, hinder global 
efforts to cooperate and coordinate regulation, and at their worst provoke 
retaliatory measures by other jurisdictions, ultimately resulting in a drag on global 
economic recovery. We note that similar examples can be found in regulatory 
reform measures in other regions, but for purpose of this testimony, we focus on 
Dodd-Frank measures. 


Secretary Timothy Geithner, International Monetary Conference, June 6. 201 1 
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G-SIFIs Capital Surcharge 

SIFMA members fully accept that any institution, regardless of its size, 
complexity, or interconnectedness should be allowed to fail and that taxpayers 
should not be called upon to support such institutions to prevent their failure. We 
believe that significant progress towards this goal has already been made, 
particularly in light of the new Basel III standards, which substantially enhance 
both the quality and quantity of capital, Basel 2,5, the Collins Amendment in 
Dodd-Frank, the Federal Reserve’s recent requirement that firms prepare capital 
and dividend plans, and Title II of Dodd-Frank, which provides for an orderly 
liquidation of a failing systemic institution operating in the United States and the 
requirement that such institutions maintain a “living will” to inform regulators how 
they would wind down such an institution. Furthermore, it is important to note 
that the Act explicitly prohibits bailouts and open bank assistance and provides 
for the industry, not taxpayers, to underwrite any loss in resolving a failed 
systemic institution. In addition, the European Union has proposed its own form 
of resolution, “Crisis Resolution” and is working towards finalizing the legislation 
to apply to the 27 member states. This ongoing action, while no doubt difficult 
given the different business models and regulatory structures in Europe, greatly 
improves the outlook for a cross-border resolution framework that provides 
regulators with the tools to mitigate systemic risk and should be expressly taken 
into account by U.S, and European regulators and the FSB when assessing the 
need for other reforms, including substantially increased capita! requirements. It 
is simply incorrect not to give weight to the imposition of resolution plans in the 
U.S, and Europe. 

That is why we are extremely concerned that an additional capital charges for G- 
SIFIs is being discussed by the FSB, and vigorously disagree that one is needed. 
This "surcharge” would be in addition to recent substantial increases to capital 
mandated by domestic regulators in the U.S. (via the stress teat and TARP 
repayment) as well as the increased capital required by Basel III and Basel 2.5. 
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Likewise, it is entirely unclear how such an international surcharge would dovetail 
with the Dodd-Frank requirements for “enhanced prudential standards" for large 
banks. 

The U.S. will decide this month whether to agree with other members of the FSB 
to propose such an international capital surcharge, which some have reported as 
being as high as 2 to 3 percentage points, on global systemically identified 
banks, including many U.S. banks and foreign banks operating in the U.S. An 
agreement by the FSB could “bind" member country regulators to implement this 
surcharge on institutions operating in their domestic markets. But this is only a 
minimum. The Federal Reserve could also decide to make such a surcharge 
even higher on U.S. banks under the enhanced prudential standard requirement 
of Dodd-Frank. 

Again, it is critical that there be a robust and transparent economic analysis of 
any FSB or Federal Reserve proposal that would impose a substantial capital 
surcharge - not just by these bodies but by the FSOC as well. This is precisely 
the kind of systemic issue for which the FSOC was established, and it should 
conduct this analysis taking into account other substantial reforms put in place 
from the crisis. We also believe that Congress should have the benefit of 
considering this analysis before any such reform is agreed to internationally or 
adopted as law in the U.S, Given the potential negative economic consequences 
to the U.S. economy, it is entirely appropriate that congress review such data 
before such a significant action is taken. 

A surcharge, and particularly a surcharge of the amount being discussed, is 
unwarranted given the current level and quality of capitalization in the U.S. and 
runs the risk of slowing the economic recovery and impairing U.S. 
competitiveness,. Nor is it clear that such action would materially mitigate 
systemic risk in U.S. markets, beyond actions already taken. 
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It is important to understand that under the Basel 111 accord, in advance of any G- 
SIFI surcharge, or “enhanced prudential standards” under Dodd-Frank, and 
subsequent to the Federal Reserve stress tests, banks are required to make 
significant increases in both the quality and quantity of their capital: 

• First, minimum capital levels are raised - the tier one common 
equity ratio (CET1) is more than tripled to 7%. 

• Second, common equity is defined much more strictly: 

o Regulatory capital deductions have to be taken from 
common equity rather than from Tier 1 or Tier 2 capital as is 
currently the case; and 

o The deductions from common equity are significantly more 
stringent. 

• Third, as a practical matter, banks will be required to hold capital buffers 
above the 7% requirement, due to several factors: 

o Operationally, they must ensure that capital levels do not go 
below the required minimum in order to avoid negative 
regulatory consequences; 

o Analysts and investors in the marketplace typically expect 
banks to operate above the regulatory minimum; and 

o Under the Pillar 2 ICAAP process, supervisors will require 
banks to build in a cushion above the minimum in order to 
meet capital objectives. 
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Why do surcharges matter? Any additional capital requirements in excess of 
those already imposed by Basel III should be carefully considered in the context 
of the potentially negative economic consequences they could cause in terms of 
lower credit availability and a higher cost of capital for the financial system as a 
whole. These consequences include; passing increased costs of capital on to 
customers via increased lending costs across the economy; driving SIFIs to 
allocate capital to less capital intensive activities; inhibiting the availability of 
credit, causing SIFIs to take on more risk to maintain the return on investment 
necessary to attract capital and driving businesses to the unregulated shadow 
banking sector. None of these are good outcomes, particularly considering the 
added costs imposed by many other new requirements, such as compliance 
costs, fees, risk management staff, and the like. Excessive capital charges make 
it more expensive for banks to lend money or provide liquidity to U.S. 
businesses. The result inevitably will be higher cost of credit and less credit and 
less funding availability. 

In addition, investors will only put capital in an institution if they believe they will 
receive an adequate return on that capital. If capital levels are set too high, the 
ability of firms to raise additional capital will be inhibited because markets will 
perceive that the firms can no longer earn an adequate return or, in the 
alternative, that firms will have to increase risk to maintain the same level of 
return. For example, if a firm earns 10% on a certain level of capital, doubling 
the level of capital will result in a 5% return. If the market will not provide the 
additional capital for a 5% return, the firm must either shrink back into the lower 
level of capital (by decreasing loans, for example) or increase its risk in an 
attempt to maintain the higher return. Furthermore, unrealistic capital levels will 
drive financial business to the shadow banking system, only increasing risk to the 
system. Indeed, in his remarks the other week, Secretary Geithner made this 
point when he said “central banks and supervisors need a balance between 
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setting capital requirements high enough to provide strong cushions against loss 
but not so high to drive the re-emergence of a risky shadow banking system. 

This would appear to be particularly the case for some of the larger institutions 
subject to the highest surcharges and will inevitably further constrain the supply 
of credit and suppress growth in GDP. The Final Report of the Macroeconomic 
Group of the FSB and Basel Committee expressly recognized this point last 
December with respect to “assessing the macroeconomic impact of the transition 
to stronger capital and liquidity requirements.”^'* That is, it acknowledged that the 
impact of new requirements on GDP would be dependent on the extent to which 
banks sought to implement new capital requirements ahead of the transition 
schedule set by supervisors. The shorter the implementation period the more 
negative the impact on GDP, with such effects accentuated to the degree that 
banks chose to hold an additional voluntary equity capital buffer above the new 
standards. 

We strongly believe that given the current quantity and quality of capital of 
institutions operating in the U.S., effectively four times that held by such 
institutions at the time of the financial crisis, there is no need for immediate 
action, without adequate time for study, public comment and Congressional 
review. Given that the U.S. is already implementing massive regulatory reforms 
and will imposed substantially higher capital requirements with the 
implementation of Basel III, we respectfully urge U.S. regulators not to rush into a 
global agreement this summer. Likewise, in adopting “enhanced prudential 
standards” for larger banks under Dodd-Frank, including capital plans, we do not 
believe the Federal Reserve should unilaterally impose a surcharge that exceeds 
the substantially higher capital threshold required for internationally active banks 
under Basel III. 


” Secretary Timothy Geithner, International Monetary Conference, June 6, 2011 
” FSB and BCBS, Final Report - Assessing the macroeconomic impact of the transition to stronger 
capital and liquidity requirements - December 2010. 
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Again, no sufficient economic analysis has been undertaken to consider the 
impact of this proposal, in tandem with Dodd-Frank and previous regulatory 
actions. Thus we restate our view that the FSOC should undertake such an 
analysis and report to Congress before entering into such an agreement. Given 
the potential negative economic consequences to the U.S. economy, it is entirely 
appropriate that Congress review such data. There is no downside to U.S. 
regulators studying the impact of a surcharge and possible alternatives until other 
countries, which are moving slower than the U.S., implement regulatory reform 
and resolution requirements. Nor do we believe we should agree to a surcharge 
falsely premised on all other countries following the U.S. lead. 

Dodd-Frank Section 619 - Voicker Rule 

Section 619 of the Dodd-Frank Act, or the Voicker rule, prohibits proprietary 
trading and sponsorship and investment in hedge funds and private equity funds 
by U.S. banks and their affiliates and foreign banks and affiliates operating in the 
U.S. This unilateral U.S. reform measure is unlikely to be replicated in other 
nations. While such action may lessen potential risk in the U.S. system, 
importantly, if implemented in an overly restrictive manner, it has the potential to 
negatively affect the liquidity of U.S. markets by limiting the ability to engage in 
market making and hedging activities to the detriment of U.S. issuers which could 
accelerate the decline of U.S. market share for debt and equity offerings. Also, 
we do not believe that the Voicker Rule was meant to disrupt traditional risk 
management activities of banks and we believe that these activities should be 
recognized as outside the scope of the Voicker Rule's prohibitions. 

In most securities, derivatives, and commodities markets, banks and their dealer 
affiliates subject to the Voicker Rule play a critical role as the central providers of 
liquidity to other market participants. A poorly constructed or excessively 
restrictive implementation of proprietary trading limitations could hamper that 
liquidity in a wide range of markets, and consequently impede the ability of 
businesses to access capital and the ability of households to build wealth. 
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The risk of unintended consequences for investors and the U S. economy is 
significant and should be carefully considered during this rule writing phase of 
implementation. Congress recognized in the statutory language imposing the 
Voicker Rule that certain activities, such as market making and hedging, play an 
important role in capital formation and should not be undermined by overly 
restrictive rules. Without the liquidity that dealers provide to U.S. capital markets, 
there could be substantial negative effects, including: 

• Higher funding and debt costs for U.S. companies; 

• Reduced ability of households to build wealth through participation in 
liquid, well-functioning securities markets; 

• Reduced access to credit for small or growing firms with less established 
credit ratings and histories; 

• Reduced willingness of investors to provide capital to businesses because 
of greater difficulties in exiting those investments; 

• Higher trading costs and consequently lower returns over time for 
investors, such as pension and mutual funds; and 

• Reduced ability for companies to transfer risks to others more willing and 
able to bear them via derivatives, with a consequent reduction in overall 
efficiency of the broad economy. 

If implemented in a way that is overly restrictive for market making, hedging, the 
Voicker Rule could harm liquidity in the U.S. market, constrain capital formation, 
restrict credit availability to the consumer and business, and thus, undermine the 
nation’s fragile recovery. Further, it could hasten further loss of U.S. market 
share in debt and equity issuance to other nations since issuers and investors 
demand liquidity as a function and preference of markets in which they issue and 
list. 
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Finally, given the potential negative consequences of an overly restrictive 
approach to this rule, it is critical that the Voicker Rule be implemented in a 
fashion that is consistent across the various agencies that have been given rule- 
writing and enforcement authority. 

Derivatives Markets 

Title VII of Dodd Frank fundamentally transforms the U.S. swap and security- 
based swap (collectively, "Swap”) markets. Of the 106 Dodd Frank rulemaking 
deadlines due by the third quarter of 201 1 , the majority relate to over the counter 
(“OTC”) derivatives regulation. 

As we approach the July rulemaking deadlines for many of those rules, it has 
become increasingly clear to market participants and U.S. regulators, as well as 
legislators, that finalizing these rules will require more time and analysis than 
Congress originally contemplated. Implementation sequencing and timing are 
key considerations in the rulemaking process, and we have had extensive 
discussions with the Commodity Futures Trading Commission (CFTC) and 
Securities and Exchange Commission ("SEC," and together “Commissions”) on 
potential frameworks, noting that the Commissions have flexibility to determine 
effective dates for final rules.'® 

Further, given the SEC’s and CFTC’s serious consideration of comments and the 
significant comments from a wide range of markets participants on proposed 
rules, it seems likely that the Commissions may revise prior proposals. We 
strongly urge the Commissions to re-propose rules once completed, which will 
allow an additional comment period after the rule proposals are amended to 
reflect comments received. We understand that the Commissions may be 
concerned about additional delay, but re-proposal will only postpone the Title VII 
rulemaking implementation for a number of months, not years, and the costs of 

‘ SIFMA and other Associations Submit Comments to the CFTC and SEC on a Phase-In Schedule for 
Derivative Requirements of Dodd-Frank Act, May 4, 201 1 f www.sifma.Qra/lssues/item.aspx^id=25260) 
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any such delay will be far outweighed by the benefits resulting from further 
industry, market and public input into, and regulatory deliberation with respect to, 
the rulemaking process.^® 

Most recently, we have commented to both the CFTC and SEC that while most 
Title VII provisions require rulemaking to become effective, arguably some are 
scheduled to become effective on July 16 (“self-operative provisions”). In 
general, intractable compliance, interpretive and operational challenges will arise 
if such provisions go into effect in July. Compliance with these provisions is 
complicated in part because certain key terms, “Swap,” “Swap dealer” and “major 
Swap participant,” are subject to further definition, and because the self-operative 
provisions are integrally related to other provisions that require rulemaking. We 
have requested that self operative provisions for the most part be delayed until 
final rules are effective.^' We appreciate the recognition of this situation by the 
CFTC in its extension granted on Tuesday and acknowledgement by the SEC of 
the need to take steps in this area. It will be critical that the Commissions actions 
clearly provide legal certainty until such time as rulemaking is completed and 
rules are effective. 

In addition, given the global nature of this marketplace; it is also important that 
U.S regulators give careful consideration to the extraterritorial application of their 
swap dealer regulations. Again, as Treasury Secretary Geithner stated in his 
June 6 speech, “Without international consensus, the broader cause of central 
clearing will be undermined. Risk in derivatives will become concentrated in 
those jurisdictions with the least oversight.”’® 

See SIFMA and Other Associations Submit Comments to the CFTC on the Reopening and Extension of 
Comment Periods for Rulemakings Implementing Dodd-Frank Act, May 26, 201 1 

{www.sifma,org/lssues/item.aspx?id=25695) and to the SEC on the Re-proposal of Rules Implementing Title 
VII of Dodd-Frank Act, May 31, 2011 ( www.sifma.orq/lssues/item.aspx?id=25741) 

See SIFMA and Other Associations Submit Comments to the SEC for Clarification and Relief Under 
Sections 754 and 739 of the Dodd-Frank Act, June 10, 201 1 f www.sifma.orq/lssues/item.asDX?id=25938) 
and SIFMA and Other Associations Submit Comments to the CFTC on Clarification and Relief Under 
Sections 754 and 739 of the Dodd-Frank Act, June 10, 2011 (www-sifma.orq/issues/item.aspx?id=25937^ 

Remarks of Secretary Timothy Geithner before the International Monetary Conference. June 6. 201 1 . 
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While SIFMA has significant and numerous other concerns with Title Vll’®, let me 
emphasize two important themes: implementation phase-in and extraterritoriality. 

Implementation Phase-In 

We have discussed with the regulatory community the significant practical 
hurdles to implementing this new regulatory structure for swaps, including the 
interdependencies of the key portions of that structure, and we have suggested 
approaches to a phased-in implementation schedule. Such a phase-in would 
permit more deliberative consultation and coordination, and also allow for 
implementation with minimal disruption to the financial institutions, their main 
street counterparties, and the marketplace. We base our phase-in 
recommendations on a number of principles, including: implementation of final 
rules should avoid market disruptions; data reporting to regulators to inform 
future rulemaking and rules aimed at reducing systemic risk should be prioritized; 
and implementation should be sequenced so that effectiveness of each rule set 
is coordinated across interrelated applicable rule sets. 

Dealers, major swap participants, asset managers, technology and systems 
providers, and the Commissions will need to engage in a concerted effort to 
educate their clients and the market about the changes in business and 
regulatory practices that the new rules will require. The Commissions should 
phase in requirements based on the state of readiness of each particular asset 
class (including, where applicable, by specific products within an asset class) and 
market participant type. 

Application of provisions of Title VII to the diversity of Swaps and market 
participants will involve the interaction of rules relating to different asset classes 
and products as well as differences among rules imposed by different U.S. 


” See SIFMA comment letters on OTC Derivatives at www.sifma.orq/issues/Reaulalorv-Reform/OTC- 
Derivatives/Activitv/ . 
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regulators and regulators in different countries. Understanding these interactions 
and sequencing implementation of the rules accordingly will create a more robust 
regulatory structure. 

Extraterritoriality 

The swaps market is truly global: a single swap may be negotiated and executed 
between counterparties located in two different countries, booked in a third 
country, and risk-managed in a fourth country, thereby triggering swaps 
regulation in multiple jurisdictions simultaneously. Many participants use a 
central booking entity to efficiently manage risks arising from swaps that they 
execute around the world through their subsidiaries, affiliates and branches. 

These global arrangements emerged decades ago from the efforts of 
counterparties to maximize their credit protection and reduce their risks. The 
regulation of these swap arrangements is complicated by the nature of swaps, 
which are characterized by ongoing payments, deliveries or other obligations 
between the parties throughout their long duration. This may result in regulation 
of the swaps relationship over the course of many years, rather than primarily at 
the time of the execution of the transaction as with the purchase or sale of cash 
instruments. 

It is therefore critical that any effective approach to U.S. swaps regulation must 
accommodate the global risk management and efficient operational structures 
currently in place. U.S. regulators should carefully draft the Title VII rules to 
avoid disrupting these international arrangements except where necessary to 
achieve an explicit legislative purpose. U.S. regulators should also give effect to 
the principles of international comity by refraining from unnecessarily regulating 
conduct outside national borders while appropriately allocating supervision of 
cross-border swaps activities in a way that protects U.S. markets and 
counterparties and avoids duplicative and inconsistent regulations. We believe 
that our recommended approach to regulating foreign swap dealers and cross- 


23 



144 


border swaps activities is consistent with the legal authority provided by Dodd 
Frank as well as the Commissions’ current approach towards extraterritorial 
application of U.S. regulation, would achieve the statute’s objectives, give effect 
to the principles of comity by appropriately allocating supervisory responsibilities 
between the U.S. and home country supervisors, and facilitate an efficient, 
effectively regulated and competitive global swaps market.^ 

It is critical for the competitiveness of the U.S. economy that we get these 
regulations right - vast sectors of the U.S. economy - including manufacturing, 
healthcare, and technology - use these products as a tool to manage risks and 
to compete globally. Final regulations that miss the mark will have a real and 
negative impact on the economy. 

International Accounting Standards 

The rapid globalization of the capital markets over the last several decades has 
accelerated the effort to forge a common set of accounting standards for use by 
all issuers. Given the importance of accurate and transparent financial reporting 
to markets, market participants have placed great value upon the attainment of a 
set of high quality accounting standards. 

SIFMA strongly supports convergence towards a single set of high quality 
accounting standards. The lack of a common set of accounting standards has 
created barriers for users of financial statements - including creditors, investors 
and analysts - to compare even firms in the same industry. The issues to be 
resolved are highly technical, and can have a significant impact on the business 
of financial services firms. 

One area that demonstrates both the material differences between the two sets 
of standards and the difficulty of convergence is the FASB and the lASB models 
on offsetting. SIFMA welcomes and is supportive of FASB’s work to seek 

SIFMA Submits Comments to Multiple Federal Agencies on the Extraterritorial Application of Title VII of 
the Dodd-Frank Act, February 3, 2011 f http://www.sifma.oro/lssues/item.aspx?id=23247 ). 
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convergence in this important area; however, we are concerned with FASB's 
recent exposure draft regarding harmonizing these differences, and do not 
support the FASB framework in this area as a basis for convergence as we 
believe it will not result in the highest quality accounting standard.^’ Application 
of the proposed guidance will require gross presentation of most derivative 
receivables and payables, most repurchase and reverse repurchase agreements 
and all receivables and payables from unsettled regular-way trades, which for our 
member firms will obscure true credit risk positions and liquidity profiles, and 
provide misleading views of future cash flows given the way in which derivatives 
settle. This distorted view could impact a reporting entity's capital ratios, funding 
options, and tax liabilities. 

We understand that on June 15 the FASB tentatively agreed to maintain the U.S. 
GAAP approach to offsetting derivative receivables and payables (on a net 
basis), while the lASB voted to adopt the gross approach. The differences 
between the two approaches will be reconciled with disclosures to be agreed 
upon between the Boards. We believe that the FASB’s tentative conclusion will 
result in the highest quality accounting standard and therefore support the 
proposed approach to converge balance sheet presentation through disclosure. 

In conclusion, we greatly appreciate the Committee’s interest in these matters 
and believe it is entirely appropriate for the Congress to review the actions taken 
and proposed by U.S. and global regulators as it relates to capital, activities and 
financial reporting. While we all share the goal of ensuring safety and 
soundness, and avoiding a future crisis like that experienced in 2008, it is equally 
important that we considered the economic impact, and potential consequences, 
of our efforts to ensure the pendulum does not swing to far in the opposite 
direction at a cost we cannot afford. 


“Proposed Accounting Standards Update; Balance Sheet (Topic 210) Offsetting”, April 28, 2011, SIFMA 
letter to Susan M, Gosper, Technical Director, FASB. 
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Testimony on “Financial Regulatory Reform: The International Context” 

by 

C'hairman Mary L. Schapiro 
U.S. Securities and Exchange Commission 

Before the United States House Committee on Financial Services 

June 16,2011 

Chairman Bachus, Ranking Member Frank, and members of the Committee: 

Thank you for the opportunity to testify today on behalf of the Securities and F.xchange 
Commission (“SEC") regarding the international implications of the Dodd-Frank Wall Street 
Reform and Consumer Protection Act (“Dodd-Frank Act” or “Acf’). 

fhe Dodd-Frank Act establishes a host of new refonns that will have implications for U.S. 
companies that compete internationally and the U.S. investors who own those companies. My 
testimony today will outline some of these implications, as well as the SEC’s attempts to 
facilitate coordination and limit regulatory arbitrage, both domestically and internationally. In 
particular, I will discuss the international implications of the Dodd-Frank Act for regulation of 
over-the-counter (“O TC”) derivatives and foreign investor adviser registration. 1 also will 
provide a brief update on the status of international accounting convergence. 

OTC Derivatives 

The OTC derivatives marketplace has grown dramatically over the past three decades to become 
enormous and truly international. Since the early 1980s, when the first swap agreements were 
negotiated, the global notional value of this marketplace has grown to just over $600 trillion.' 
However, OTC derivatives were largely excluded from the linancial regulatory framework by 
the Commodity Futures Modernization Act of 2000. 

Title VII of the Dodd-Frank Act would bring this market under the regulatory umbrella and 
requires that the SEC and Commodity Futures Trading Commission (“CF'fC") write rules 
relating to security-based swaps and swaps that address, among other things, mandatory clearing, 
the operation of execution facilities and data repositories, capital and margin requirements and 
business conduct standards for dealers and major participants, and regulatory' access to and 
public transparency for transaction information. 

This series of rulemakings is designed to improve transparency and facilitate the centralized 
clearing of swaps and security-based swaps, helping, among other things, to improve oversight 
and reduce counterparty risk. It also will increase disclosure regarding swap and security-based 
swap transactions and help to mitigate conflicts of interest involving sw'aps and security-based 


See Batik of International Settlements, OTC Derivatives Market Activity in the Second Half of 2010, 
.Monetary and Economic Department (May 2011), available at http:'-"viv.bi.s.org,'Dnbl ole livl IU.5.pdf 
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swaps. By promoting transparency, efficiency and stability, this framework should help foster a 
more nimble and competitive market. 

Because the OTC derivative marketplace already exists as a functioning, global market with 
limited oversight or regulation, international coordination is very important to seek to limit 
creating opportunities for cross-border regulatory arbitrage and competitive disadvantages, and 
to address unnecessarily duplicative and conflicting regulation, as well as, for achieving the 
goals of reform: reducing the systemic risks, increasing the transparency and improving the 
integrity of the OTC derivatives marketplace, while being mindful of the potential effects on 
efficiency and liquidity. 

PiUsburgh G20 Comnnmiqite 

While the U.S. has been a leader in this important area, significant international consensus exists 
around core components of OTC derivatives reform. For example, in September 2009, the G20 
Leaders agreed that: 

• ''[a]Ii standardized OTC derivatives contracts should be traded on exchanges or 
electronic trading platforms, where appropriate, and cleared through central 
counterparties by end-2012 at the latest,” 

• “OTC derivatives contracts should be reported to trade repositories,” and 

• "[njon-centrally cleared contracts should be subject to higher capital requirements.” 

The 020 deadline contemplates that every G20 country will have completed the legislation, 
rulemaking and implementation of these refonns by the 2012 deadline. While progress is being 
made internationally, other jurisdictions lag behind our efforts here. Apart from the United 
States, only .lapan has enacted OTC derivatives reform legislation since the September 2009 G20 
Communique, and its legislation only covers clearing and reporting, not mandatory trading. In 
the European Union, legislation is currently being considered that would establish criteria for the 
mandatory clearing of eligible O'fC derivatives contracts, rules on risk mitigation for OTC 
derivatives contracts that are not centrally cleared, reporting obligations to, and registration 
requirements for. trade repositories, and organizational requirements For central counterparties. 
The proposed legislation is expected to be enacted before year-end 2011, with draft 
implementing regulations to be proposed to the European Commission by the market regulator 
by the end of June 2012, at the earliest. With regard to mandatory trading and post-trade 
reporting, the European Commis-sion published a consultative paper in December 2010 on the 
issue ol' moving OTC derivatives trading to exchanges and electronic platforms and establishing 
po.st-trade requirements. A legislative proposal in this area has yet to be released. 

Although U.S. action on OTC derivatives gives us an opportunity to shape the OTC derivatives 
regulatory landscape, we also face challenges in negotiating with other regulators, as they have 
limited scope to commit to regulatory coordination before their own legislative and regulatory 
frameworks have been established. 
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Ongoing Regulatory Coordination 

Domestically, the SEC is working closely with the CFTC, the Federal Reserve Board, and other 
federal prudential regulators, as required by the Dodd-Frank Act, to develop a coordinated 
approach to implementing the statutory provisions of Title VII to the extent practicable, w'hile 
recognizing relevant differences in products, entities, and markets. Working closely 
domestically also helps our efforts internationally. 

Similarly, the Dodd-Frank Act specifically requires the SEC, the CFTC, and the prudential 
regulators to “consult and coordinate with foreign regulatory authorities on the establishment of 
consistent international standards” with respect to the regulation of OTC derivatives in order to 
promote consistent global regulation, 

.Accordingly, the SEC has been extremely active in bilateral and multilateral discussions with 
regulators at home and abroad. We have been engaged with international securities and market 
regulators and other bodies, both through informal conversations and more formally through 
participation in various international task forces and working groups, to discuss issues 
surrounding the regulation of O'fC derivatives, thereby encouraging coordination and limiting 
opportunities for regulatory arbitrage, 

SEC staff has encouraged international securities regulators that are contemplating OTC 
derivatives market reforms to u.se the Dodd-Frank Act and its regulations as a model for 
developing robust and complementary regulatory regimes. The SEC is continuing to actively 
coordinate with our counteiparts in other jurisdictions to foster the development of common 
frameworks and, in that way, avoid the potential for market participants to engage in regulatory 
arbitrage. Such efforts include our active involvement in: 

• Financial Stability Board Workint; Group on OTC Derivatives Regulation (“FSB 
Working Group”): In April 2010, at the initiative of the FSB, a working group led by 
representatives from the Committee on Payment and Settlement Systems (“CPSS”), the 
International Organization of Securities Commissions (“IOSCO”), and the European 
Commission was formed to make recommendations on the implementation of the G20 
Leaders’ September 2009 commitments. The SEC serves as one of the co-chairs of the 
FSB Working Group on lOSCO’s behalf The FSB Working Group is comprised of 
international standard setters and authorities responsible for translating the G20 Leaders’ 
commitments into standards and implementing regulation. 

• IOSCO Task Force on OTC Derivatives Regulation (“IOSCO Task Force”): The IOSCO 
Task Force was formed in October 2010 by the Technical Committee of IOSCO in order 
to coordinate international securities and futures regulators’ efforts to work together in 
the development of supervisory and oversight structures related to the OTC derivatives 
markets. The SEC is one of the four co-chairs of the IOSCO Task Force. The IOSCO 
Task Force seeks to: (1) develop consistent international standards related to OTC 
derivatives regulation in the areas of clearing, trading, trade data collection and reporting, 
and the oversight of certain market participants; (2) coordinate other international 
initiatives relating to OTC derivatives regulation, including addressing certain 
recommendations made by the FSB Working Group; and (3) serve as a centralized group 
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within IOSCO through which IOSCO members can consult and coordiii.ite generally on 
issues relating to OTC derivatives regulation. 

• CPSS/IOSC O: The CPSS/IOSCO fora (which cover various topics, including principles 
for financial market infrastructures (e.g., clearinghouses), are joint endeavors through 
w'hich CPSS, as an organization for central bankers, and IOSCO, as an international 
policy forum for securities regulators, work together to address issues of concern to both 
prudential and market regulatory authorities. 


Refill! atoyy Divergence and C ompelifireness 

The SEC also is charged with protecting U.S. investors and reducing systemic risk in the 
security-based swaps markets, and in doing so we consider the potential impact on the global 
competitiveness of U.S. companies. U.S. markets have been global leaders in part because of a 
legal framework that promotes firms and markets that are a benchmark for strength, resilience 
and transparency. 

To this end, we have been carefully considering the potential consequences of certain provisions 
of Title VII and our proposed rulemaking for domestic and foreign market participants - in 
particular the impact on the ability of U.S. market participants to compete effectively with 
foreign market participants that may not be subject to the Dodd-Frank Act. Our goal is to 
establish a framework that meets the requirements and objectives established by the Congress, 
while fostering, to the maximum extent possible, a fair and level playing field for all market 
participants. 

One area where these issues arise acutely is in the differing margin standards for U.S. and 
foreign market participants, where U.S. regulators seek strong standards to maximize safety and 
soundness, but U.S. firms are concerned that these rules could place their overseas operations at 
a competitive disadvantage to foreign-owned firms that meet different standards. To address 
these and other issues, U.S. regulators arc working clo.sely with foreign regulators to establish 
similar standards that will reduce risk more broadly and address competitiveness concents. 

Process 

Rather than addressing the international implications of Title Vll of the Dodd-Frank Act 
piecemeal, we are considering addressing the relevant international issues holistically in a single 
proposal. Such a release would give investors, market participants, foreign regulators, and other 
interested parties an opportunity lo consider our proposed approach to the registration and 
regulation of foreign entities engaged in cross-border transactions involving the U.S. as an 
integrated whole. This approach should generate thoughtful and constructive comments for us to 
consider regarding the application of Title Vll to cross-border transactions. 

In the meantime, in considering international jurisdictional and harmonization issues in our 
implementation framework, we continue to welcome input from interested parties, and we look 
forward to continued discussions about the most effective means of providing necessary 
regulation without being unduly burdensome to market participants or their competitiveness in 
the global markets. 
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Impkmentalion Challengei' Generally 

Part of balancing regulatory concerns with competitiveness concerns also involves establishing 
an implementation process for derivatives regulation that permits market participants sufficient 
time to establish systems and procedures in order to comply with new regulatory requirements 
without imposing undue implementation burdens and yet does not unnecessarily delay bringing 
this market under the regulatory umbrella. This is particularly a challenge when imposing a 
comprehensive regulatory regime on existing markets, particularly ones that until now have been 
largely unregulated. 

We recognize that there are costs and benefits associated with compliance, and we have been 
keeping these costs and benefits in mind as we have moved forward in proposing rules 
implementing Title VII. We have requested extensive comment on the costs and benefits 
associated with the SEC’s proposed rulemakings, and have been engaged in many discussions 
with market participants, as well as domestic and foreign regulators, regarding such costs and 
benefits. 

To this end, we have been working with our follow regulators and with market participants to 
craft rules and establish expeditious intpiementalion timeframes that are reasonable for the 
various rulemakings, and are reviewing what steps market participants will need to take in order 
to comply with our proposed rules. These discussions are vital to establishing an implementation 
timeline that is workable. We also recognize the importance of obtaining input on an 
implementation timeline for Title VII. 

After proposing all of the key rules under Title Vll, we intend to consider seeking public 
comment on a detailed implementation plan that will permit a roll-out of the new securities- 
based swap requirements in an efficient manner, while minimizing unnecessary disruption and 
costs to the markets. Let me assure you that the implementation plan is not a mechanism for 
delay. Instead is should help facilitate the important and necessary reform of the OTC 
derivatives market. 

Steps to Address Effective Date of Title VII 

We also have announced that wc intend to take a series of actions in the coming weeks to clarify 
the requirements that will apply to security-based sw'ap transactions as of July 16 -- the one-year 
effective date of Title VII of the Dodd-Frank Act - and provide appropriate temporary relief. 
Specifically, we intend to: 

• provide guidance regarding which provisions in Title VII governing security-based swaps 
become operable as of the effective date and provide temporary relief from several of 
these provisions; 

• provide guidance regarding - and where appropriate, temporary relief from - the various 
pre-Dodd-Frank provisions that would otherwise apply to security-based swaps on Julv 
16; 
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• take other actions to address the efl'ective date, including extending certain existing 
temporary rules and relief to continue to facilitate the clearing of certain credit default 
swaps by clearing agencies functioning as central counterparties. 

We also have proposed rules that would exempt transactions by clearing agencies in security- 
based swaps that they issue from all provisions of the Securities Act, other than the Section 1 7(a) 
anti-fraud provisions, as well as exempt these security-based swaps from Exchange Act 
registration requirements and from the provisions of the Trust Indenture Act, provided certain 
conditions are met. 

Voicker Rule 

Section 619 of the Dodd-Frank Act, often known as the Voicker Rule, may also have 
international implications. Under the Voicker Rule, banks and bank holding companies and their 
affiliates as well as the U.S. operations of foreign banks and foreign bank holding companies and 
their affiliates, including their affiliated broker-dealers (collectively defined as “banking entities’’ 
in the Dodd-Frank Act), are generally prohibited from engaging in proprietary trading or 
sponsoring or investing in a hedge fund or private equity fund. The Voicker Rule includes 
certain exceptions for activities such as market-making-related activities, risk-mitigating 
hedging, underwriting, and trading on behalf of customers. Otherwise-permitted activities are 
impermissible if they involve material conflicts of interest, high-risk assets or trading strategies, 
or threats to the safety and soundness of the banking entity or U.S. financial stability. 

In January, as required by the Dodd-Frank Act, the Financial Stability Oversight Council 
(“FSOC”) issued a study on the Voicker Rule pursuant to requirements under the Dodd-Frank 
Act. The study was published on January 1 8, 201 1 . The FSOC study recommended a 
supervisory framework for implementing the prohibition on proprietary trading consisting of a 
programmatic compliance regime (e.g., policies and procedures, internal controls, recordkeeping 
and reporting, etc.), metrics, supervisory review and oversight, and enforcement procedures for 
violations. For the restrictions on proprietary trading, the study recognizes the close relationship 
between impermissible proprietary trading and other permitted activities (for example, whether 
the position was taken in anticipation of customer demand or for speculative purposes). The 
recommended supervisory framework seeks to leverage industry compliance efforts involving 
data review and metrics analysis with examination and testing by the SEC and other financial 
regulatory agencies to enforce compliance. 

Where a banking entity is permitted to invest in a hedge fund or private equity fund to facilitate 
customer-related business under the Voicker Rule, the study provided that agencies should 
consider requirements for banking entities to disclose the nature and amount of any such 
investment. The FSOC study also sets forth various methods that agencies may use to define 
“customers’’ for purposes of the “organize/offer’ exception, factors to consider in determining 
the scope of funds that will be included in the definition of “hedge fund” and “private equity 
fund.” and considerations regarding the calculation of a de minimis investment, among other 
things. 

The SEC is required to consider the FSOC’s study and coordinate and consult with the federal 
banking agencies and the CFl'C in implementing the Voicker Rule with respect to any entity for 
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which the SEC is the primary financial regulatory agency. The SEC is the primary regulator for 
registered broker-dealers, registered investment advisers, registered security-based swiap dealers, 
and major security-based swap participants that are aft'iliates of insured depository institutions. 

We are still considering rulemaking regarding the Volckcr Rule, and we have been in c.xtensive 
discussions with other regulators about how to address the various issues raised by the Volcker 
Rule. We will be seeking extensive comment on the issues of global competitiveness to the 
extent we can address them in any proposed rulemaking regarding the Volcker Rule. 

Global Accounting Standards 

Accounting and financial reporting standards are essential to efficient allocation of capital by 
investors everyw here in the world. Altliough the Dodd-ITank Act does not specifically address 
the issue, the SEC is continuing its work on this long standing and important issue. Our primary 
consideration is the best interests of U.S. investors. 

The SEC has long promoted a single set of high-quality globally accepted accounting standards, 
rhis position advances the dual goals of improving financial reporting within the United States 
and reducing country-by-country disparity in financial reporting. As evidenced by the recent 
economic crisis, the activities and interests of inve.stors, companies, and markets are increasingly 
global. 

In pursuit of this goal, the Financial Accounting Standards Board (“FASB’’) and the International 
Accounting Standards Board (‘TASB”) have been prioritizing projects most in need of improved 
global standards, including revenue recognition, leases, financial instruments, and insurance. 
Their efforts have been marked by rigorous oulreacli and field-testing. These tasks are important 
elements of due process and critical lo the quality of any globally-accepted accounting standards. 

As the Boards move into the phase of final deliberations on some of the highest priority projects, 
we are encouraging them not only to consider the results of the outreach and field-testing, but to 
evaluate carefully the feedback and extensive comments received on the proposals as well. 

Last year, the SEC published a statement providing an update regarding our consideration of 
whether and how to incorporate IFRS into the financial reporting .system for U.S. issuers, 
including the SEC’s continued support for the convergence of U.S. Generally Accepted 
Accounting Principles (“GAAP”) and International Ifinancial Reporting Standards (“IFRS”). We 
will continue to consider the ongoing work of the FASB and the lASB to develop and improve 
financial accounting standards, including its implications with respect to the SEC's ongoing 
consideration of the potential incorporation of IFRS for U.S. issuers. 

In response to the broad public feedback the Commission received on earlier efforts in this area, 
the SEC determined that a comprehensive analysis was necessary to lay out transparently the 
W'ork that must be done to support consideration of incorporating IFRS, including the scope, 
timeframe, and methodology for any such transition. We asked our Office of the Chief 
Accountant, with consultation from other SEC Divisions and Offices, to can-y out the work plan. 
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Specitlcally, the principal areas ot'lhe work plan include: 

• Ihe sul'liciency of IFRS’ development and application for the U.S. domestic reporting 
system; 

• the independence of IFRS standard-setting process for the benefit of investors; 

• investor understanding and education regarding TFRS; 

• examination of the U.S. regulatory environment that would be affected by a change in 
accounting standards; 

• the impact on issuers, both large and small; and 

• human capital readiness. 

The first two areas consider characteristics of IFRS and its standard setting that would be the 
most relevant to a future determination by the Commission regarding whether to incorporate 
IFRS into the financial reporting system for U.S. issuers. The remaining four areas relate to 
transitional considerations that will enable the stalTto better evaluate the scope of, timing of. and 
approach to changes that would be necessary to effectively incorporate IFRS into the financial 
reporting system for U.S. issuers, should the commission determine in the future to do so. 

The staff is executing the work plan in an open and deliberative manner. Last October, the staff 
published a progress report that di.scussed each section of the work plan and provided an update 
of the staff’s outreach, research and preliminary observations. Last month, the staff published a 
paper to provide additional detail and request comment on one potential method of incorporation, 

In various forums, the Commission and its staff previously have described and sought public 
comments on several other possible approaches for progressing toward a single set of high- 
quality, globally accepted accounting standards. Those approaches include: i'uH adoption of 
IFRS on a .specified date, without any endor.semcnt mechanism; full adoption of IFRS following 
staged transition over several years, similar to the approach described in the Commission’s 
Roadmap for the Potential Use of Financial Statements Prepared in Accordance with 
International Financial Reporting Standards by U.S. Issuers; and an option for U.S. issuers to 
apply IFRS, as described in the Commission’s Concept Release and the Proposed Roadmap. In 
addition, in response to the requests for comment on these alternative approaches, some 
commenters have suggested that the U.S. retain U.S. GAAP with continued convergence efforts, 
with or without a .specific mechanism in place to promote alignment with IFRS. A public 
roundtable is scheduled for early next month to focus on topics such as investor understanding of 
IFRS, the impact on smaller public companies, and the regulatory implications of incoiporating 
IFRS. 

In addition to acknowledging the clear benefits of a single set of high quality, global accounting 
standards, we also acknowledge the magnitude of the task that will be involved, and the 
transition time and costs that would be necessary to incoi-|X)rate IFRS for U.S. issuers. 
Accordingly, we are carefully considering the potential incorporation of IFRS for U.S. issuers. 
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In addition, the SEC has ariirmed its belief that, looking forward, the FASB will continue to play 
a substantive role in achieving the promise of high-quality global accounting standards, and that 
role will remain critical. 

Other Issues 

indemniflealion Reqiiiremenl 

The Dodd-Frank Act includes a provision requiring domestic and foreign authorities, in certain 
circumstances, to provide written agreements to indemnity SEC and CFTC-registcred trade 
repositories (i.e., swap and security-based swap data repositories), as well as the SEC and CFTC, 
for certain litigation expenses as a condition of obtaining data directly from the trade repository 
regarding swaps and security-based swaps. In addition, the trade repository must notify the SEC 
or CFTC upon receipt of an information request from a domestic or foreign authority. 

Concerns have been raised about the potential effect of the indemnification and notice provisions 
on the ability of foreign regulators to obtain access to data regarding transactions, positions and 
market participants active in the derivatives markets. Regulators also must have the ability to 
verify that trade repositories are complying with their statutory and regulatory obligations. 

We understand that in response to the indemnincation requirement, European regulators are 
considering including in their final legislation a reciprocal provision that would prohibit a non- 
EU trade repository from operating in the EU unless the repository’s home country regulator has 
agreed to indemnify the repository and EU authorities for any litigation expenses related to the 
information provided by the repository to the home country regulator. Like most regulators, the 
SEC is not in a position to enter into an open-ended indemnification agreement. 

Given our need for access to data held in trade repositories registered with a foreign authority 
and in response to European concerns about their regulators' access to data held in SEC and 
CFTC-registered trade repositories. Chairman Gensler and 1 recently provided EU Commissioner 
Michel Barnier of the European Commission a letter that analyzes the scope of the Dodd-Frank 
Act's indemnification provision. The European Commission is expected to finalize its data 
access provisions later this year. 

Foreign Investment Adviser Regisiralion and Reporting. 

Title IV of the Dodd-Frank Act repeals an exemption from registration for private investment 
advisers, which means that many hedge fund and private equity fund advisers will be required to 
register with the Commission. However, the Act also adds certain exemptions from registration 
for foreign private advisers, venture capital fund advisers and private fund advisers with less than 
$ 1 50 million in assets under management in the United States. 

Next week, the Commission will consider final rules that, among other things, would do the 
following: (1) clarify the meaning of certain terms included in the foreign private adviser 
exemption; (2) define “venture capital fund”; (3) implement the exemption for private fund 
advisers with less than $150 million in assets under management; (4) e.stablish tailored reporting 
requirements for advisers relying on the venture capital and private fund adviser exemptions; and 
(5) extend the deadline for previously exempt advisers to come into compliance to the fust 
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quarter of 2012. In implementing the new registration requirements and exemptions for foreign 
advisers provided under the Act, the Commission has sought to protect U.S. investors and the 
functioning of U.S. markets while minimizing potential conflicts with foreign regulation. These 
rules are intended to provide certainty to foreign advisers who are eager to determine their 
registration and compliance requirements under U.S. lavw 

Staff members also continue to work on analyzing and addressing comments in response to the 
joint proposal of the Commission and the CFTC for private fund reporting.^ In developing this 
proposal, the staffs of the Commissions drew heavily on the experience and input of foreign 
regulators which had conducted or were developing reporting standards for hedge funds. 
Commission staff are continuing to coordinate with the European Securities and Markets 
Authority (ESMA), the U.K. Financial Services Authority (FSA) and the International 
Organization of Securities Commissions (IOSCO) to seek comparability of data and the 
consistency of reporting requirements. Staff also continue to consult with staff of the other 
FSOC member agencies. 

Conclusion 

In conclusion, the Dodd-Frank Act requires the SEC, among other regulators, to conduct a 
substantial number of rulemakings and studies that, directly or indirectly, may have international 
implications for U.S. companies and investors seeking to access foreign financial markets. As 
we proceed with implementation, wo look forward to continuing to work closely with Congress, 
our fellow regulators, and members of the linancial and investing public. 

Thank you for inviting me to share with you our progress on and plans for implementation, I am 
happy to respond to your questions. 


See Release No. IA-3145, Reporting by Investment Advisers to Private Funds and Certain 
Commodity Poo! Operators and Commodity Trading Advisors on Form PF (January 26, 2011), 
available at http:/ /vvww.s ec .t>ov/rules/proDosed/2 01 1./i a-.i I45.pdr . 
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Written Testimony of Hal S. Scott 

Director of the Committee on Capital Markets Regulation; 

Nomura Professor and Director of the Program on International Financial Systems 
at Harvard Law School' 

Before the 

Committee on Financial Services 
United States House of Representatives 
June 16,2011 

* * 

Thank you, Chairman Bachus, Ranking Member Frank, and members of the Committee 
for permitting me to testify before you today on the impact of financial regulation on IJ.S. 
competitiveness, 1 arn testifying in my own capacity and do not purport to represent the views of 
any organizations with which I am affiliated, although much of my testimony is based on the 
past work of the Committee on Capital Markets Regulation (CCMR). Indeed, the Committee was 
formed in 2005 to deal with the foreign competitive threat to our public equity capital markets 
and in 2006 issued a report, with the encouragement of thcn-Sccretary of the Treasury Henry 
Paulson, detailing the seriousness of the threat and suggesting how to deal with it,^ Since that 
time, we have tracked, on a quarterly basis, thirteen measures of the competitiveness of the U.S. 
public equity market.'' In general, we continue to have a substantial competitive problem. 

During the financial crisis, restoring the stability of our markets has rightly taken priority 
over issues of competitiveness. But competitive issues have naturally reemerged as we have 
considered our regulatory and policy response to the crisis. CCMR’s May 2009 report on the 

' Biography with disclo.sures on conipen.sated activities available at http://www.law.harvard.edu/facilliy/hscott. 

’ Comm, on Capital Mk i s, Rhg., Interim RfPORT of the Committee on Capital Market Regulation (Nov, 30, 
2006), http;,ywww.capmktsreg,org/pdfs/1 1 .30Committcc_Intcrim_RcportREV2.pdf. 

^ Comm, on Capital Mkts. Reg., Competitive Measures, littp:/7www.capmktsreg.org/competitivettess/index,htmi. 
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global financial crisis,"* as well as the Treasury’s June report on financial regulatoiy refonn,* 
stressed the importance of international coordination in fonnulating a response to the crisis. Such 
cooperation is necessary to avoid regulatory arbitrage and competitive problems, two sides of the 
same phenomenon. Unfortunately, but understandably, these competitive concerns became less 
important in the intense domestic political environment that dominated the congressional debates 
that culminated in the Dodd-Frank Act. Nonetheless, that Act largely left regulators with 
sufficient discretion to permit them to minimize competitive damage to the U.S. But this requires 
that regulations be designed in coordination with our major competitors, coordination that has 
not sufficiently occuired up to now. 

I will focus my remarks on five areas of regulation under Dodd-Frank that can affect 
competition: the Volcker Rule; regulations governing derivatives; capital requirements; the 
designation and regulation of systemically important financial institutions; and resolution of 
insolvent financial firms. 

1. The Voickcr Rule 

The so-called Volcker Rule bans proprietary trading in banking organizations (not just in 
the banks themselves), and limits their sponsorship of private equity and hedge funds to 3% of 
any fund and 3% of their capital.*’ This proposal was not in the Treasury 2009 recommendations, 
nor was it in the Wall Street Reform and Consumer Protection Act,’ the bill that passed the 

* Comm, on C,.\pital Mkts, Reg., The Global Financial Crisis: a Plan For Regulatory Reform 203 (May 2009), 
http;//u'ww,capmktsrcg,org/rcsearch.liim!. 

' Dep’t of Treasury, A New Foundation Rebuilding Financial Supervision and Regulation (June 1 7, 
2009), http://banking.senate.gov/piibUc/indcx.cfm?FiiseAction^Fiics.Vicw&FilLStore_id^2cbde,Sd4~68ca-4c48- 
8 121-9cc4fa 102901. 

’’ Dodd-Frank Wall Street Reform and Consumer Protection Act I; 619, Pub. L. No. 1 11-203, i24 Slat. 1376 
(hereinafter Dodd-Frank Act). 

' Wall Street Reform and Consumer Protection Act of 2009, H.R. 4173, 1 1 ith Cong. (2009), 
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House on December 1 1 , 2009. It was endorsed by the White House in early 2010 and was 
included in the Restoring American Financial Stability Act of 2010* that w'as passed by the U S. 
Senate. It survived in conference. Despite Paul Voicker’s hope that his rules would be accepted 
internationally, no other country has moved in this direction. Most recently, the U.K. 
Independent Commission on Banking rejected this approach.’ Instead, it outlined a plan for 
separating within a banking firm (intenial ring-fencing) retail banking activities, supported by 
insured deposits, from wholesale and inve.stment banking activities. The retail bank would have 
higher equity capital requirements. 

As I have previously testified, the Volcker Rule was ill-advised because proprictaty 
trading and private equity and hedge fund investing was not responsible for the financial crisis, 
and indeed was a source of profitability to banks during the crisis,"’ The losses to banks resulted 
from bad housing loans and investments in pools of those loans, traditional banking activities. I 
also observed that such a rule would put our banks at a competitive disadvantage, a major reason 
in fact why President Clinton and his then-Secretary of the Treasury Lany Summers pushed 
through Cilass-Steagall reform, in the Gramm Leach Bliley Act, about 1 0 years earlier." 

The effect of the ban is not limited to our shores. The statute restricts not just a U.S, 
banking organization’s activities in the U.S., but also its activities abroad. The ban does not, nor 
could it practically, affect a foreign bank’s proprietary trading or private equity or hedge fund 
investing outside the U.S. Indeed, proprietary trading by foreign banks might even occur in the 
U.S. if implementing regulations were to allow a foreign bank to trade for its own account in 
* Restoring American Financial Stability Act of 2010, S. 3217, llith Cong. (2010). 

’ INDEP. COMM’N ON BANKING, INTERIM REPORT CONSULTING ON REFORM OPTIONS (Apr, 2011), http://S.3-eu-weSt- 
1 .atnazoiiaws.com/htcdn/lntcrim-Report- 1 1041 l.pdf. 

ImpUcalions of the 'Volcker Rules 'for Financial Slahility: Hearing Before the S. Comm, on Bonking, Hons, 
Urban Affairs, 1 i 2lh Cong. (Feb. 4, 2010) (testimony of Hal S. Scott) (hereinafter 2010 Teslimunv). 

" Gramm-Leadi-Billey Act, Pub. L. No. 106-102, 1 13 Star. 1338 (1999). 
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U.S. securities on a U.S. exchange with a U.S. counterparty through a U.S, broker, as was 
recently recommended by the Institute of International Bankers.'* 

Unfortunately the regulatoiy agencies are not sufficiently focused on issues of 
competitiveness with respect to the Volcker Rule. FSOC is specifically tasked with making 
recommendations that “enhance the integrity, efficiency, competitiveness, and stability of the 
U.S. financial markets.”' ’ Yet in the study it was required to conduct on the Volcker Rule, it 
mentioned competitiveness in only one sentence: “[S]ome commenters voiced strong conceni 
that a restrictive definition of market making might damage U.S. markets and place U.S. banking 
entities and their customers at a competitive disadvantage inteinationally."'"' The study did not 
elaborate on this concern. 

In anticipation of the implementation of the Volcker Rule, many financial institutions, 
including Morgan Stanley, Goldman Sachs, and Bank of America, have already made significant 
business decisions regarding their proprietary trading desks and hedge/private equity fund 
investments."’ Several firms have sold or wound down their proprietary trading desks. Some 
have sold their interest in private equity and hedge funds, and others have initiated the process, 
Goldman Sachs has been forced to dismantle much of its proprietary trading operation, W'hicb 
analysts estimate will erase about $3.7 billion in revenue and $1.5 billion in profit annually — 


Letter from Jnst. of Int'l Bankers to Bd. of Governors of the Fed. Reserve Sys., Dep't of the Treasury, Office of 
the Comptroller of the CuiTcncy, Conimodily Futures Trading Commission, Fed. Deposit Insurance Corp., and 
Securities and Exchange Comm’n 3--8 (May 10, 2011). 

" Dodd-Frank Act § 1 12(a){2)(D). 

’ * Fin. Stability Oversight Council, Study' and Recommendations on Prohibitions on Proprietary 
Trading and Certain Relationships with Hedge Funds and Private Equity Funds i 1 (Jan. 201 i) 
(hereinafter FSOC Study), 

http;//www.treasury.gov/mit!alivc.s/Documents/Volcker%20sec%20%20619%20study%20fina!%201%2018%201 1 
%20rg.pdf 

hJ. at 2. Wlhic the study suggests that banks are presently shutting down dedicated proprietary trading desks, 
hedge funds, and private equity funds “that were a source of losses during the crisis,” it is not clear, however, that 
banking entities have simt down only money-losing operations. 
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ovcr 50% of revenues and 15% of earnings per share.'^ The same is true for Morgan Stanley, 
which is expected to take a 1 3% earnings per share hit.' ' Citigroup w'ill have to divest its interest 
in various hedge funds, such as its Mortgage/Credit Opportunity Fund, which climbed 16% in 
the first four months of 2011, almost doubling its pace last year.'* About 90% of the $395 
million invested in the fund is the bank’s own capital. None of these changes have been made by 
foreign competitors. 

The Voicker Rule is coupled in Dodd-Frank with a concentration limit, which prohibits a 
financial company from merging with or acquiring another company if the combined company’s 
consolidated liabilities w'ould exceed 10% of the aggregate consolidated liabilities of ail financial 
companies.'" This will further hurt the competitiveness of U.S. financial institutions compared to 
companies in countries that do not limit size. As it stands now, the U.S, does not even have the 
largest banks in the world. Not a single U.S. bank is one of the top 5 biggest banks globally, and 
there are only 3 U.S. banks in the top 20.^” 

The costs of the 'Voicker rule and concentration limits are not just diminished economic 
activity, but also the compliance costs and uncertainty of complying with the ban. The assurance 
that with proprietary trading, “you know it when you see it,” is not good enough. Banking 
organizations need to know, particularly in the litigious U.S, environment, where the line is 
between legal and illegal activity. However, the line between permissible market making and 

Lauren T. LaCapra, Goldman Sachs 'Tolally Freaked Oui' About Voicker Rule. Lobbying Hard, REUTERS (May 4, 
2011), http:/7www.rcufers.com/articte/20} ]/05/04/goldman-vo1cker-idUSN04184743201 10504. 

"id. 

“The fund, run by Rajesh Kumar, 41 , has posted profits every year since it began in 2008... Kumar’s hedge fund 
is part of Citi Capital Advisors, which oversees about S 16 billion in so-callcd alternative funds, including private 
equity and venture capital funds. , Dona! Griffin, Citigroup ’s Hedge-Fund Returns Jump as Voicker Rule Looms. 
Bloomberg, May 1 8, 20 1 i , http;//\vw\v.bloomberg.com/ncvvs/201 l-05-I8/citigroup-hedge-fund-retums-jump-as- 
ban-on-prop-trading-looms.html; see also Donal Griffin, Citigroup Said to Shut $400 Million Froprictaiy Fund as 
Ahmed Has New Role, BLOOMBERG, June 2, 20i 1, http://www.b1oomberg.com/news/2()1 1-06-02/citigroup-said-to- 
shut-proprictary-fund-as-nianagcr-has-ncw-rolc.html. 

"'See Dodd-Frank Act § 622, " 

See World’s 50 Biggest Banks 2010, GLOBAL FfN., Sept. 13, 2010, httpi/ywww.gfmag.corn/tools/best- 
banks/i 06 19-worlds-50-biggcst-banks.html. 
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possibly imperrnissible proprietai'y trading is difficult to draw. Further, the regulatory process for 
making rules is problematic. Several regulatory agencies, namely the Fed, SEC, CFTC, and 
banking regulators, are responsible for writing rules implementing the statute, but unlike other 
sections of the Dodd-F’rank Act, which require joint rulemaking, the Volcker Rule, under §619, 
requires only “coordinated rulemaking,” with the Secretary of the Treasury , as Chairman of 
FSOC, having unclear powers to actually achieve coordination. 

As CCMR explained in its comment letter to FSOC’s call for input into its study on the 
Volcker Rule, too broad a rule could have serious negative effects, but a naiTow one could help 
to alleviate the impact.’' Large banks frequently engage in hedging, market making, and other 
permissihle activities that are not banned by the statute but may run afoul of an overly broad rule. 
For example, different legal entities within a bank frequently sell different types of products. Yet 
a version of a rule that requires permissible hedging to be done in a single entity could ban as 
proprietary trading the practice of one entity of a banking organization buying an asset even 
though its affiliate was simultaneously hedging through the sale of the same asset. It is also 
unclear how the ban on sponsorship of hedge and private equity funds affects a bank that acts as 
a “directed trustee” for an ERISA pension plan. Similarly, it is unclear how the .3% de minimus 
exception applies to ownership of a fund of funds. And above all, a workable definition of 
proprietary trading must be written in a way that will not cover activities that are driven by or 
taken in response to customer needs, requests, or orders."^ These details must be worked out in 
the final rules, preferably in a way that minimizes harm to the competitiveness of U.S. banks. 

See Comm, on Capital Mkts. Reg., comment to Timothy Geithner, Chainnan of the Financial Stability Oversight 
Council. Regarding Public Inpul far the Study Regarding the Implemenlalion of the Prohibiliom on Proprielary 
Trading and Cerlain Relationships with Hedge Funds and Private Equity Funds. 75 Fed. Reg. 61,758 {filed Nov. 5, 
2010), http://www.capmktsrcg.Org/pdfs/2010.l l.05_Volcker_Rulc_lcttcr.pdf. 

See id. at 2. 
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There is time to get this right. It is almost certain that the Voickcr Rule will not take effect until 
,luly 2012.^-’ 

II. Derivatives Regulations 

The E.U. and the U.S., as w'cll as other countries, are now in the process of w'riting niles 
that will dramatically reshape the worldwide derivatives markets,’' During this process it is 
important for national regulators to work together in order to minimize the differences between 
their rules. Coordination is important not only to avoid disrupting cross-border transactions, but 
also to avoid creating the opportunity for regulatory arbitrage and leaving the U.S. at a 
competitive disadvantage. 

Notably, both the U,S. and E.U, regimes, as cuirentiy proposed, will only permit their 
home-country institutions to participate in a foreign clearinghouse if the regulation of a foreign 
clearinghouse is equivalent to that of the regulation of clearinghouses in the home country.^^ 
These equivalence determinations, which will be made by U.S, regulators and the European 
Securities and Markets Authority (ESM A), may be difficult if the two regimes differ about 
important aspects of regulation and oversight. While both sides generally favor central clearing 
of standardized and liquid derivative contracts, a measure which I strongly support, there are 
differences on important specifics. 

The CFTC has proposed to set capital requirements for membership in a clearinghouse at 
$50 million (compared to the current requirement of the CME Clearing and ICE Trust of 

^ ’ The Volcker Rule is set to take effect on the earlier of: (A) 12 months alter the Una! rules are issued, or (B) 2 
years after the enactment of the Dodd-Frank Act, i,e. July 2012. Sec Dodd-Frank Act § 619. 

For the E.U. effort, see Proposal for a Regulation of the European Parliament and of the Council on OTC 
Derivatives, Central Counterparties and Trade Repositories, COM (2010) 484 final (Sept. 15, 2010) (iiereinafter 
E.U. Proposal). 

*■' See Dodd-Frank Act § 738(a); E.U. Proposal, Article 23. 
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respectively $1 and $5 billion),’'’ while the E.U. may set a higher threshold or may not impose 
one at all. Will the E.U. regulators permit E.U. firms to use clcaringhouse.s in the U.S. that set 
lower limits and thus arguably are more risky? This is not to say the CFTC should necessarily 
raise its capital requirements, but it must at least ensure that U.S, clearinghouses will be 
structured in a way that will make them as safe and as resilient as E.U. clearinghouses to member 
failures. In addition, the CFTC has proposed limiting ownership of clearinghouses by swap 
dealers, bank holding companies with consolidated assets of $50 billion or more, and 
systemically important nonbank financial institutions, to a combined 40%.^’ Will the CFTC thus 
permit U.S, firms to use E.U. clearinghouses that are completely owned or controlled by dealers? 
Similarly, U.S. clearinghouses have access to the Fed’s discount window in unusual and exigent 
circumstances. Will the Fed permit U.S. banks to use E.U. clearinghouses that do not have access 
to the ECI3 discount window? If either side prohibits its domestic institutions from using foreign 
clearinghouses, the markets will be disrupted. If, on the other hand, they do not intervene, dealers 
may seek to do business in the E.U.’s more dealer-friendly environment. 

There are other problems. U.S. regulators do not exempt foreign sovereigns from the 
obligation to post collateral for uncleared swaps.'" That very well may cause foreign countries to 
stop trading wdth U.S. banks. In addition, the E.U. proposal has a more generous end user 
exception. In the U.S., the end user exception only applies lo hedging activities, but in the E.U. 


See Risk Management Requirements for Derivatives Clearing Organizations t; .'9,12, 76 Fed. Reg. .7.698. 3,719 
{proposed Jan. 20, 2011) (S50 million requirement); Katy Bume, 0,K. 's FSA Warm US Against Lowering Barriers 
io Swap Clearing, FOX BuslNrss, Mar, 25, 201 1, littp://www.foxbusincss.com/industries/20i 1/03/25/uka-fsa- 
warns-lowering-barriers-swap-clcaring/. 

“ ' See Dodd-Frank. Act § 726(a); see aho Requirements for Derivatives Clearing Organizations, Designated Contract 
Markets, and Swap Execution Facilities Regarding the Mitigation of Conflicts of Interest § 39.25, 75 Fed, Reg. 
63,732, 63,750 (proposed Oct. 18, 2010) (imposing limits on ownerslup). 

See Margin Requirements for Uncleared Swaps for Swap Dealers and Major Swap Participants § 23.150, 76 Fed. 
Reg. 23,732, 23,743 (proposed Apr. 28, 201 1); see also Margin and Capital Requirements for Covered Swap 
Entities §__.2(h)(6), 76 Fed. Reg. 27.564, 27,587 (proposed May 11,2011). 
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thc exception applies to any activity up to a certain threshold."'* This may send U.S. commercial 
firms abroad to trade with non-U. S. banks. The differences go on and on. The U.S. has more 
detailed requirements for trade repositories, including provisions for disclosing information to 
both U.S. and foreign regulators;’** the E.U. lacks these detailed rules or disclosure provisions.” 
Importantly, the U.S. and E.U may establish different margin requirements for cleared swaps, as 
well. 


Requirements for trading (as opposed to clearing) standard and liquid contracts are also 
generally the same in the U.S. and E.U., but again significant divergence occurs in the details. 
Thus, the U.S. envisions Swap Execution Facilities (SEFs); the E.U. equivalents arc Organised 
Trading Facilities (OTFs). Although the U.S. has proposed to allow voice-based ordering 
systems when communicating with an operator of a SEF, the proposal would not consider one- 
to-one voice services, in which a dealer calls buyers directly, to be a valid SEF.’^ The E.U. 
proposal is written more broadly and may allow one-to-one voice services between dealers to 
qualify as an OTF.” 


The thre,sliolds have yet to be determined. 

See Dodd-Frank Act § 728. 

■' See E.U. Proposal, Article (S4. 

See Core Principles and Ollier Rcquircnicnts for Swap Execution Facilities § 37.9(c), 76 Fed. Reg. 1214, 1240-4 1 
(proposed Jan. 7, 201 1). 

See European Comm’n Directorate Gener.al Internal M.xrket and Services, Pubuc Consultation: 
Review OF THE Markets in Financial Instruments Directive § 2.2 (Dec. 8, 2010), 
http://ec.europa.cu/intcmal_markct/consultations/docs/20l0/mifid/consultation _papcr cii.pdf: see also Jeremy 
Grant, Reform in Europe: Governmenis Wary About Boosting Monopolies, FiM. TiMf-;s, May 3 1, 201 1, 
htTp:/7wwvv.ft.coin/intl/cms/s/0/c0fca2b4-8a56-l !e0-beff-00144feab49a.htmi. 
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Accountiiig issues also affect the markets, and the U.S- accounting rules for derivatives 
diverge from European standards in important areas, including hedging and netting."' This is not 
to say they arc always to our di.sadvanlagc. Under U.S. GAAP, but not the International 
Financial Reporting Standards (IFRS), banks can net offsetting derivatives positions they have 
with the same counterparties. This is actually a competitive advantage; the Intemationai 
Accounting Standards Board called this i.ssue “the single largest quantitative difference in 
amounts presented in statcinents of financial position prcpaied in accordance with IFRSs and 
those prepared in accordance with U.S. GAAP,”’’’ 

Yet another big issue looms, and that is timing. The bulk of the U.S. regulators' rules on 
derivatives are due next tnonth, and although it is now clear that this deadline will be missed in 
many instances, the regulators may finish i.ssuing most of the final rules before the end of the 
year. By contrast, the E.U, has yet to unveil even basic proposals on important issues such as 
capital and margin requirements. It will likely be late 2012 or 2013 before the E.U. completes its 
rules. If trading in the U.S. is more expensive, even for a year, participants may shift trading 
abroad in order to incur lower costs, and once trading has moved abroad it will be difficult to get 
back. It is thus clear that the U.S. and the E.U. should collaborate not just on substantive issues, 
but timing, as well. Michel Barnicr, the European Commissioner for internal Market and 
Services, reportedly lold Secretary of the Treasury Timothy Geithner earlier lliis month that 


See INT'I. ACCOUN I INO STANDARDS Bd.. HruGr ACCOUNT ING l-D/lt) 1 0/1 3 (Dee. 2010) (hedging). 

iittp://www.ifrs.org/NR./rdonlyfcs/05439229-8491-4.A70~8F4A-7l4PEAS72CAD/0/EDFtf IcdgcAcctDcciO.pdf; 

INT'I ActOUNTTNG STANDARDS BD„ OI l-Sm ITNG FINANCIAL ASSLTSAND FINANCIAL LIABILITII'S ED/201 i/I (.lail. 
20] I) (nelling), intp://www.ifrs.org/NR./rdonIyrcs/7E046B06-30CC-4EK3-93t7- 
35ABOKI F44AA/0/EDOrrseUingFinancia)A.ssctsjanuary201 j.pdf. 

■” INT'L Accounting Standards BD.,OrFsi-.TnNG Financial Assets and Financial Liabilities FlMOl 1/1, at 
4. 
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Hurope plans to leave no divergence or opportunities for regulatory arbitrage between the U.S. 
and E.U. rules.’* We should hope this is true not only for substance, but also timing. 

Secretary Geithner has recognized the competitive threat to the U.S. from having more 
stringent derivatives regulation.'” But it’s no solution to say, as he has, that foreign regulation 
should follow ours. As some foreign regulators noted in response to the Secretary, our track 
record in the past on effective regulation is not that strong.’* Further, the U.S. cannot force other 
regulatory juri.sdictions to follow the U.S, approach. These jurisdictions could well ask why we 
are not following their approaches. The solution is better coordination, and that takes time, much 
more time than the regulatory schedule that Dodd-Frank envisions. 

IIJ. Capital Requirements 

Changes to capital requirements for banks are among the most significant changes to the 
regulation of the banking industry. The recently proposed third version of the Basel Capital 
Accord, known as Basel 111. involves tremendous potential costs and may have uneven 
competitive effects. 

A. Summary of Basel III and Possible Responses 

Basel III, when fully implemented by 2019, will require banks to hold 4.5% of common 
equity and 6% of Tier 1 capital (up from 4%) of risk-weighted assets (RWAs). Basel III also 
introduces additional capital buffers, a mandatory capital conservation buffer of 2.5% and a 

Deborah Solomon, Rcgulalors Wrangle on Rules: Geithner and EU Counterpart Diverge on Bank Capital, 
Compensation Caps, WALL ST. J., June 3, 201 1 , 

http:/7oniinc.wsj.com/articie/SBI0001424052702304563l0457636180328n73520.htmI. 

Damian Paleita, Geithner Wants Global Rules on Derivatives, Wall St. June 7, 201 1, 
hltp://online.wsj.com/anicie/SB10001424052702304432304576369413015984874.hEm!. 

See id:, see also Tom Braithwaite and Nikki Tait, Geithner Warns On Light-touch Oversight. FiN. TiMCS, June 6, 
2011, http:.//www.fl;.com/intl/cms/s/0/255c97ac-9048-I le0-85a0-00144fcab49a.htm!?ftcanip^Tss#axzziOEJsuHQbg. 
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discretionary countercyclical buffer, which allows national regulators to require up to another 
2.5% of capital during periods of high credit growth. In addition, Basel III introduces a minimum 
3% leverage ratio and two required liquidity ratios. The Liquidity Coverage Ratio requires a 
bank to hold sufficient high-quality liquid assets to cover its total net cash flows over 30 days; 
the Net Stable Funding Ratio requires the available amount of stable funding to exceed the 
required amount of stable funding over a one-year period of extended stress. 

Banks can comply with these new requiremenfs in a number of ways. For example, a 
bank could: 

1. increase retained eamings by reducing dividends; 

2. issue new capital instruments; 

3. increase lending spreads; 

4. reduce assets (e.g., by lending less); or 

5. shift assets to areas requiring less capital but no! less risk or return (regulatory 
arbitrage). 

As a result, it is impo.ssib!e to predict precisely how the banking indiistiy will change as a 
result of the new requirements. It is also difficult to predict the economic effects of the changes. 
Just last week Chairman Bernanke, in response to a question about the economic impact of the 
multitude of new rules, including capital requirements, said, “Has anybody done a 
comprehensive analysis of the impact on credit? 1 can't pretend that anybody really has. You 
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know, It's just too complicated. We don't really have the quantitative tools to do that.’””’ Several 
organizations have tried, however. 

B. Studies to Quantify Costs 

The Basel Committee, along with the Financial Stability Board, established the 
Macroeconomic Assessment Group (MAG) to examine the global impact of increased capital 
requirements.'”’ The MAG's report incoiporates the results of dozens of studies from regulators, 
central banks, and other organizations. It found that the impact on global GDP of a 1 percentage 
point increase in common equity — a standard measure in these studies — would have a peak 
effect after 35 quarters, at which point it would have lowered GDP by 1 7 basis points (0. 1 7%) 
below what it would otherwise be, and would then partially recover to 0. 1 0% below baseline 
after 40 quarters.”" The study assumes credit spreads will widen and lending will be reduced. It 
did not consider the countercyclical buffer or liquidity ratio — which will add further significant 
costs — and it also assumed that national regulators will pursue aggressive monetary policies in 
order to limit negative effects. It also assumed, controversially, that banks will enjoy lower costs 
of capital as a result of being more stable. In a separate report, the Basel Committee identified 
the economic benefits of increased capital requirements, namely reducing the costs associated 
with banking crises by reducing the frequency of crises and the costs from each crisis.”' The 
study, however, provided little convincing evidence that increased capital requirements would 

Ben Bcmanke, Chairman, Fed. Reserve Sys. Bd. of Governors, Address at the int'l Monetary Conference; 
Remarks on the Economic Outlook (June 7, 20! 1) (remarks edited for clarity), 
http;//www.federa!rescrvc.gov7ne\vsevents/speech/bcmanke20080603a.htm. 

Macroeconomic Assessment Group, Final Report: Assessing the Macroeconomic Impact of the 
Transit ion to Stronger Capital and Liqlmdity Requirements (Dec. 2010), 
hltp:,//ww\v.bis,org/publ/oihpI2.pdf. 

Id. at 8. 

” Basel Comm. ON Banking Supervision, An Assessment of the Long-Term Exconomic Impact of 
Stronger Capital And Liquioity Requirements 8-19 (Aug. 2010), http://w»w.bis,org/publ/bcbsl73,pdf. 
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prevent losses in a run-likc situation in which banks are forced to sell assets at reduced, “fire 
sale” prices. 

The Institute of International Finance (HF) conducted a study, completed in .lune 2010 
and then updated in October 2010,''^ that accounts for a fuller measure of the requirements of 
Basel 111 than do the MAG and other studies, which primarily focus on the impact of an increase 
in common equity. Specifically, the !1F study included consideration of tlie liquidity 
requirements (but not the leverage ratio), the countercyclical capital buffer, which it assumed to 
be 1%, and additional national regulations. It also assumed a much more aggressive 
implementation timeline — that nearly all requirements would be implemented by 2012. This 
assumption may be justified to the extent that banking organizations will seek to quickly 
implement any new requirements even if they arc not technically binding for several years. 

Under these assumptions, the IlF projects that the capital requirements will reduce the real GDP 
of the IJ.S., Euro Area, and Japan by about 3.1% below what it otherwise would be, and that 
there would be 4.6 million fewer jobs by 2015.'''' The IlF study did not attempt to quantify the 
benefits of increasing capital requirements, and its October update criticized the attempts, 
including Basel’s, to do so. Notably, it pointed out that many cri.ses originate outside the banking 
system, and although bank regulation may help to reduce the costs of a crisis, it cannot reduce 
the frequency of crises that originate outside the system.'*^ 


IKST. OF INT’L Fin., The net Cumulative Fxono.mic Impact of Banking Sector Regulation: Some N ew 
Perspectives (OcI. 2010). hltp://vvw\v.iif.com/download.php?id^/OcTxourA+A-; IJF Follows Up Its Fredictions of 
Base! Ill Oiilpul Loss. THE FlN. Reg. Forum (Oct. 15, 2010), 

hflp:/7www.fi!iancialregii!ationforam.conywpmcmbcr/iif-follows-up-its-predictions-of-bascl-iii-output-los.s-5083; 
see iNs r. OF Int’l Fin.. Interim Report on the Cumulative Impact on the Clobal Economy of Proposed 
CHANG r,.s IN THE BANKING REGULATORY FRAMEWORK (June 2010), htIp://w\vw.cbf-ibe.eu/uploads/ 1 0- 
Intcrini%20NCT_Junc20 i 0 Wcb.pdf. 

“ Inst, of Int’l FiN.,.iM;jra note 43, al 9, 49 (June 2010). 

Inst, of Int’l Fin... oyvu note 43, at 13-17 (Oct. 2010). 
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rhe IMF conducted a study that assumed an increase in the required common equity ratio 
of two percentage points, and a 25% increase in bank liquidity requirements, phased in over a 
period of betw'een 2 and 6 years.''* It outlined the effects of three different strategies by banks: 
cutting dividends and increasing lending spreads, which resulted in a peak decline in GDP of 
about 0.3% to 0.5%, or cumulative loss in output of about I percentage point; maintaining 
dividends and increasing lending spreads, which resulted in a peak decline in GDP of 0.5%; and 
adjusting bank assets, which resulted in a peak decline of GDP of about 0.9%. The study also 
considered an increase in liquidity requirements, which it predicts could have a cumulative 
output loss of nearly 1 % in G DP. 

The OECD also conducted a study on the impact of Basel III."''' It made several different 
assumptions. First, it assumed that banks will maintain capital buffers that were already in place 
in 2006, that were above the required minimums, but not the higher buffers that were put in place 
in 2009. Second, it assumed that banks would maintain their current dividend policy and instead 
increase lending spreads. Third, it assumed there would be no active monetary policy response. 
Fourth, it assumed the new requirements would be implemented over a period of 5 years. Its 
simulations found that each percentage point increase in bank capital ratios will “reduce the level 
of GDP in the three main OECD economics on average by -0.23%.”''* This decrease in GDP is 
lueled by a 14.4 basis point increase on bank lending spreads,'"' 

Still another recent study was coauthored by staff from the Federal Reserve Bank of New 

York, Bank of Italy, BIS, European Central Bank, European Commission, and IMF. It found that 

’’’ Scott Roger & .i.an Vlcek, IntT, Monetary Fund, .Macroeconomic Costs of Higher Bank Capital and 
Liquidity Requirtments (May 2011), http.7/www.imf.org/extcmal/pubs/Wwp/201 1/wpl 1 103.pdf. 

Patrick Slovik & Boris Coiirnede, Macroeconomic Impact of Basel III {Ovg. for Econ. Cooperation and Dev., 

Econ. Ocp’t Working Paper No. 844, 201 I), http;//dx.doi.org/10.i787/5kgliwnhkkjs8-cn. 

’•'/iatlO. 

"’M. at 7-8. 
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“[e]ach percentage point increase in the capital ratio causes a median 0.09 percent decline in the 
level of GDP over what it would be with the increase. The impact of the new liquidity regulation 
is of a similar order of magnitude, at 0.08 percent.”™ The study did not estimate the benefits, nor 
did it quantify the effects of capital buffers. 

In sum, the studies estimate the impact on global GDP of a 1 percentage point increase in 
bank common equity to have a peak negative effect of up to 1.1% of GDP, or up to $748 billion 
by 2019. The cumulative effects of the various provisions in Basel 111 could lead to a decline in 
U.S. GDP alone of up to $951 billion over the period 2011 to 2015 according to IIF. But as 
Chairman Benianke admits, we really do not know the impact; it might be much greater. 

C. Differential Impact 

These studies are difficult to compare because they each make different assumptions, but 
it is clear that raising capital requirements will dampen global output and have a significant 
effect on the banking system. A crucial question is whether the decline in GDP will be higher in 
some countries than others and whether some countries’ banks will be more affected than others. 
This depends in part on whether the Basel rules will be implemented uniformly in each country. 
It is far from clear that they will be. Last month it was revealed that the E.U. may delay a 
decision on whether to adopt Basel Ill’s leverage and liquidity rules,^' although Michel Barnier, 
European Commissioner for Internal Market and Services, has since denied that the E.U. will do 


Paolo Angelini et al., Bank of Int'i. Settlements, BASEL III: Long-Term Impact on Economic 
Performance and Fluctuations vii (Feb. 201 1), http://www.bis.org/publ/work338.pdf. 

See Anthony Aarons & Peter Chapman, eds., EU May Delay Decision on Basel Leverage, Liquidity Rules, 
Bloomberg Businessweek, May 24, 2011, http://nevvs.businessweek.com/articlc.asp?docuincntKcy^-M376- 
LLNN57 1 A74E90l-5FJ92HU5HBP3MTG3GKO23GR6iF; see also Nikki Tait et al., Barnier Hits Back at Basel 
III Criticism, FlN. TIMES, May 26, 201 1, http:.//www.ft.com/intl/cms/s/0/b5a5t94a-87d3'! Ic0-a6de- 
0()144fcabdc(),html. 
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so. The truth remains to be secn.^^ Further, even if countries have the same nominal rules, 
adopted at the same time, they might enforce them differently. For example, for the largest 
international banks, Basel permits the use of internal ratings through credit models. Will such 
models be subject to the same scrutiny in all countries? On the other hand, some countries 
question whether the U.S. will implement Basel 111 on schedule, considering we never fully 
implemented Basel 11 and that the Dodd-Frank Act's ban on references to credit ratings will 
make it difficult to implement the resecuritization risk-weightings adopted in Basel 111.” 

Even if Basel 111 is implemented unifoimly, its actual effect may not be uniform. For 
example, the OECD study found that bank lending spreads in the U.S. are more sensitive to 
changes in capital ratios than, for example, Japan, “mainly due to a higher return on equity and a 
higher share of risk-weighted assets in bank balance sheets” in the U.S,^”* Basel III itself also 
permits individual national regulators to require additional buffers, which will further distort the 
effects across countries. .More generally, the same capital requirements can have dramatically 
different effects depending on the accounting or tax rules of particular countries.^’ For example, 
if the E.U. adopts a less stringent fair value accounting rule, at least for regulatory purposes, than 
does the U.S., the impact of the same capital requirements will be less in the E.U. than the U.S.“ 


'' Michael Barnier, Basel III Will Bolster Banks, WALL ST. J., June 2, 2011, 
hltp://onlinc,wsjcom/arIiclc/SB1000142405270230374530457635891 133371 1564.html. 

Dodd-Frank Act 1; 939A. 

Slovik & CoiJtlNi'Dr, supra note 47, at 7-8. 

' See t ial S. Scott & Sliinsaku Iwahara, In Search of A Level Playing Field: The Implementalion of the Basle 
Capital Accord in Japan and the United Slates (Group of Thirry Occasional Paper 46, 1994). 

.Although the IFRS and FASB have issued common requirements with only minor variations, the E.U. has yet to 
endorse the new^ rule. See PricewaterhouseCoopers, Internationa! Standards Updates (May 18, 201 1), 
https:/7pwcinform.pwc.com/int'onTi2/show?actionmnformContent&id-i 144 1 9 1 305091868. 
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l\'. Systemically Important Financial Institutions 

Regulators and legislators in the U.S. and abroad have begun the process of designating, 
in advance, certain firms as “systemically important financial institutions,” or SIFls, believing 
that the failure of these institutions could significantly damage the financial system and the real 
economy. These systemically important firms will be subject to enhanced government scrutiny 
and additional substantive regulation, particularly in the form of more capital. 

In the U.S., under Dodd-Frank, banking organizations with total consolidated assets of 
$50 billion or greater are supervj.sed by the Federal Reserve. In addition, FSOC is charged with 
designating non-bank financial institutions that should also be supervised by the Fed. The 
statutory criteria arc; 

(A) the extent of the leverage of the company; 

(B) the extent and nature of the off-balance-shect exposures of the company; 

(C) the extent and nature of the transactions and relationships of the company 
with other significant nonbank financial companies and significant bank 
holding companies; 

(D) the importance ofthe company as a source of credit for households, 
businesses, and State and local governments and as a source of liquidity for 
the United States financial system; 

(E) the importance ofthe company as a source of credit for low-income, 
minority, or underserved communities, and the impact that the failure of 
such company would have on the availability of credit in such communities; 

(F) the extent to which assets are managed rather than owned by the company, 
and the extent to which ownership of assets under management is diffuse; 
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(G) the nature, scope, size, scale, concentration, interconnectedness, and mix of 
the activities of the company; 

(H) the degree to which the company is already regulated by one or more 
priniai'y financial regulatory agencies; 

(I) the amount and nature of the financial assets of the company; 

(J) the amount and types of the liabilities of the company, including the degree 
of reliance on short-term funding; and 

(K) any other risk-related factors tliat the Council deems appropriates'' 

FSOC is presently considering the criteria and methods it will use for designating 
nonbanks as SIFls, but so far it has not formulated any criteria.'* 

Foreign regulators are also engaged in a similar exercise. Last November the G-20 
endorsed a framework developed by the Financial Stability Board (FSB), in coordination with 
the IMF, that recommends enhanced supervision and regulation of SlFIs, as well as the 
development of new resolution procedures.''^ Later this year the FSB is expected to release more 
details on this plan, 

SIFls w'ill undoubtedly face higher costs as result of being designated. They will very 
likely face additional reporting and compliance obligation.s, as well as additional capital charges 
in the form of a “SIFI surcharge.” For example, the FSB highlighted “supplementary 
requirements” for SIFls, which “could consist of a capital or liquidity surcharge linked to the 

Dodd-Frank Act § 1 13. 

See Advance Notice of Proposed Rulemaking, Authority to Require Supervision and Regulation of Certain 
Nonbank Financial Companies, 75 Fed. Reg. 61 ,653 (proposed Oct. 6, 2010 ); see also Authority to Require 
Supervision and Regulation of Certain Nonbank Financial Companies, 76 Fed. Reg. 4,555 (proposed Jan. 26, 2011). 

Fin. Stability Bd., Intensity and Effectiveness of SiFl Supervision: Recommendation for f:niiancf.d 
Supervision (Nov. 2, 2010), hitp;//www.tmancialstabilityboard.org/publications/r_i01 101 .pdf. 
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systemic importance of the institution,”^’ and the U.K. independent Commission on Banking has 
said tliat 3% is the “minimum credible” SlFl surcharge*' Switzerland has also proposed to 
require its two big banks to have a 19% capital ratio, of which more than half must be held in 
common equity.*' These proposals have been gaining momentum, and earlier this month Fed 
Governor Daniel Tarullo stated that the Federal Reserve is considering using a methodology that 
could result in a U.S, SlFl surcharge of up to 7%.“ The IIF has conducted a study about the costs 
of SIFl surcharges, and estimates that a 3% surcharge would reduce GDP by about 0.20% over 
the first two years of implementation,*'' Yet that cost is not evenly distributed across countries; 

IIF found that Japan could expect only a 0.05% reduction, while the U.K. could expect a 0.27% 
reduction.*' The U.S. was about average. 

While Governor Tarullo rightly prefers that any requirements for additional capital for 
SIFIs be done internationally, this is unlikely to occur on a uniform basis because countries will 
differ on the designation and regulatory requirements for SIFIs. If some countries impose higher 
SIFI surcharges than others, then banks from countries with relatively low SlFl surcharges will 
be at an advantage. Further, countries may differ in their approach to designating SIFIs, so that 
similar institutions, in competition with each other, might or might not be stibject to any SlFl 


Fin. Stability Bd., reducing the Moral Hazard Posed by Systemically Important Financial 
INSTITUTIONS: INTERIM REPORT TO G20 LEADERS 5 (June 1 8. 20 i 0), 
llnancialstabilityboard.org/publications/r_l 00627b. pdf. 

1.NDEP, COMM’N ON BANKING, supra nolc 9, at 70-71. 

See Tuomas J. Jordan, Int'i. Center for Monetary and Banking Studies, Approaching the FiNisn Line; 
The Too Big to Fail Project in Switzerland 4n.3 {May 17, 201 1), 

http;//www.snb.ch/en/mmr/speeches/id/ref 201 1 05 1 7_tjnysource/ret^20 1 10517_tjn.cn-pdf; Patrick Jenkins & IJaig 
Sinionian, Smss Urge Capital Boost For Banks, Fin. Times, OcL 4, 2010, Iittp;//www,ft,com/inti/cTns/s./0/4a24alc8- 
ct26-l tdF9be2-00144fcab49a.iilm!#axzzIOtJsuHQb. 

Daniel K. Tarullo, Governor, Fed. Reserve Sys. Bd. of Governors, Speech at the Peter G. Peterson Institute for 
International Economics; Regulating Systemically Important Financial Firms (June 3, 201 1 ), 
http:/7wA\Av.federairesei'\'e.gov/newscvenls/specch/tarullo201 10603a.htm. 

See Inst, of INTT F!N.,S1F! SURCHARGES: FUNDAMENTAL ISSUES AND EMPIRICAL ESTIMATES 16-17 (Apr. 20, 
2011). 
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surcharges. In addition, as CCMR described in its comment letter about the SJFl designation, the 
SIFl designation could increase moral Itazard and artificially lower the cost of funds for some 
institutions since tlie market may believe the designation implies a bailout.**’ Thus, SlFIs in 
countries with low surcharges might have a significant advantage over competitors in countries 
with few'er SlFIs with low surcharges or over competitors in countries with many SIFIs with 
high surcharges. 

V. Resolution of Financial Firms 

Clear competitive advantages can be derived from the approach different countries take 
to resolving their insolvent financial institutions. Until the lost decade in the 1990s, Japan 
explicitly guaranteed that its banks would not fail, which significantly reduced the cost of capital 
of Japanese banks. Indeed, such guarantees made it difficult, if not impossible, for Basel I to 
even the playing field between Japanese and other banks by imposing common capital 
requirements — Japanese banks enjoyed a cheaper cost of holding the same amount of capital as 
their U.S, counterparts,*’ The E.U. has clearly understood this problem by trying to limit the 
“subsidies” that countries can effectively provide to their banks by various foiTns of bailout, 
although the boundaries of this prohibition against state aid have been at issue during the 
financial crisis.** 


See Comm, on Capita! Mkts. Regulation, Comment To Fin. Stability Oversight Council’s Advance Notice of 
Proposed Rulemaking, Aiuhoriiv lo Require Supervision and Regulation of Certain Nonbank Financial Companies 
2, 75 Fed. Reg. 61,653 (filed Nov. 5, 2010), 

http://www.capmkEsrcg.org/pdfs/20 1 0.1 1 .05_FvSOC__SystGniic__Importance_ comment_lettcr,pdf. 

See Scott & Jwahara, supra note 55. 

See Cm. FOR E(jr. Pol’y STUDtiis, Bank Static Aid In thf Financial Crisis: Fracimentation or Level 
Playing Field (Oct. 2010), htlp://aci.pitT.edu/I5I33./J/Task_Force_Rcport_on Bank_State_Aid.pdf; see also 
Consolidated Version of the Treaty on the Functioning ofthc European Union art. 107, Sept. 5, 2008, 2008 O.J. (C 
1 15} 47, htip://eur-Icx.curopa,cu/LexlJriSer\'/LcxUriServ.(jo?urHOJ:C:2008:l l5;0047:0i99:EN:PDF. 
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The U.S., in the wake of the financial crisis, has taken a strong anti-bailout position. The 
ability of the Federal Reserve to provide emergency liquidity to the Financial system and the 
ability of the FDIC or the Treasury to guarantee liabilities of banks and other financial 
institutions has been significantly curtailed by the Dodd-Frank Act. The Fed now needs the 
written approval of the Secretary of the Treasury to create the kinds of liquidity facilities that it 
did in the crisis, and it subject to more stringent collateral requirements.^''* While the FDIC can 
continue to provide public assistance to failed banks under the Federal Deposit Insurance Act,'® 
and now to systeinically important nonbank financial companies under the Orderly Liquidation 
Authority provisions of the Dodd-Frank Act,’’ Cliainnan Bair has publicly indicated her 
reluctance to do so, constrained in part by the political consensus against such bailouts,’^ Other 
countries may continue to have a more generous attitude toward bailouts than the United States, 
which could put our financial institutions at a competitive disadvantage. These different 
approaches to resolution once again indicate the need for international coordination to avoid 
distortion of competition. 

Another serious resolution issue that must be resolved on a global basis is the resolution 
of financial companies that have significant cross-border operations. As the financial crisis 
demonstrated, the resolution of a failed financial institution can affect all of the countries in 
which it operates. For example, Europe was dramatically impacted during the crisis by the failure 
of Icelandic banks with large branch operations in the United Kingdom and the Netherlands, as 
well as the failure of Fortis, which had major operations in Belgium and the Netherlands. And 

Dodd-Frank Act § i 1 0l(a)(6)(B)(iv), 

™ 12 U.S.C, §§ 1811 elst-q. 

' Dodd-Frank Act Title 11. 

See. e.g., Sheila C. Bair, Chairman, FDIC, Remarks Before the 47th Annual Conference on Bank Structure and 
Competition Sponsored by the Federal Reserve Bank of Chicago: Wc Must Resolve to Find Too Big To Fail (May .5, 
2001 1, http;//wvv'\v.fdic.gov/ncw,s/'news/spceche,s.tchaimian./spmay051 1 .htmi. 
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Ihe United States and many other countries, but principally the United Kingdom, had to deal with 
the consequences of the Lehman Brothers failure. Lehman had 433 subsidiaries in 20 countries.^^ 

Without coordination, the resolution system of any country is only capable of dealing 
with entities that operate in that jurisdiction. Each countiy may have an incentive to “ring fence” 
the assets of local operations of banks for the benefit of local creditors, whether these operations 
are in the form of branches or subsidiaries.^^* For example, if a U.S. banking organization has a 
subsidiary bank in Country X and the banking organization as a whole looks to be in danger, 
Country X might ring fence the subsidiaiy bank’s assets to satisfy the claims of local creditors, 
whether or not insured. The strength of local protection through ring-fencing could itself have a 
competitive effect as creditors will be more willing to have claims against local entities that may 
benefit by strong ring fencing (and in extreme cases even a bailout). Local ring fencing may not 
be in the overall interest of maximizing value in a failed financial company since it will impede 
reorganizations on a company-wide basis. 

With the support of the G-20, the International Monetary Fund (IMF) and Bank for 
International Settlements (BIS) have issued reports with recommendations for more effective 
cross-border resolution.’^ The FSB has also addressed some of these issues, with a more 
comprehensive report coming in 2012.’*' There are some extreme options for dealing with this 
issue including an international treaty allocating responsibility among countries for cross-border 

^ ' Sec George G. Knufman, Living Wills: Futfing the Caboose before the Engine and Designing a Beller Engine 2 
(Working Paper Scries. May 3, 2010), htlp:,7papers.ssrn.coin/sol3/papers.cfm?abstract_id-'l 599787. 

See Bank for iNT’L Sfttlemhnts, Report and Recommendations of the Cross-Border Bank Resolution 
Group 16 (Mar. 2010). http;//www,bis.org/pub!/bcbsi69.pdf. 

hi ; iNT'L Monetary Fund, Resolution of Cross-Border Banks —a Proposed Framework for Enhanced 
Coordination (.lune 1 1, 2010), !ittp://w\vw.imf.org/exlernal/np/pp/ci]g/2()10/06i 1 10.pdf. 

See Fin. Stability Bd., Reducing the Moral Hazard posed by Systf.mically Important Financial 
INSTITUTIONS: FSB RECOMMENDATIONS AND TIME LINES 6, 
htlp;//www.rmancialstabi]ityboard.arg/publications/r_!01 1 1 la.pdf. 
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resolutions or even creating a new international authority, or a requirement that financial 
companies operate in all countries through subsidiaries (rather than branches) to facilitate host- 

country control."^ The former is impractical and the latter would be inefficient -without 

branches firms would have to capitalize ail operations in each country through subsidiaries. The 
subsidiarization approach would also nin afoul of the E.U. single passport .system in which E.U. 
banks are free to operate throughout the H.U. 

There is a middle ground, however, that involves the harmonization and mutual 
recognition of resolution systems across borders. These proposals recommend establishing and 
agreeing to a framework under which countries would cooperate, under certain conditions, with 
other countries that meet defined standards. The IMF framework has four elements: 

1 . each country would amend its laws to require its authorities to coordinate 
resolution efforts with foreign counterparts; 

2. the coordination framework would only apply to countries that have in place 
“core-coordination standards,” so countries would not be obligated to 
coordinate with other countries that have not agreed to the common 
coordination system; 

3, principles to guide sharing of the burden for possible public funding of 
failing institutions must be developed; and 

4, each country that subscribes to this framework would agree to procedures 
designed to enable cross-resolution resolution during a crisis to occur as 
quickly as possible.''* 


'' See, e.g., INT’L Monetary Fund, supra note 75, at 3. 
'“yrf. at 4 -5. 
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The BIS recommendations are similar, but also emphasize the intentional reduction of 
complexity of financial institutions’ structures, cross-border information sharing, and 
contingency plans for institutions.™ However, it is far from clear how realistic even these more 
modest proposals are. 

In summary, the financial refonii process has the potential to create large competitive 
disadvantages for U.S. financial institutions. The only way forward to minimize these distortions 
is for U.S. regulators to be conscious of this potential in designing their own regulations and for 
there to more international coordination. Both may take some more time than our cun ent 
regulatoiy timetable for implementation allows. 1 am fully aware that sonic may seek to delay the 
implementation of Dodd-Frank in hopes that it may be repealed. This is not my objective — many 
of its provisions are sorely needed. However, we need to be careful about how we implement our 
refonns in a global financial system where the competitiveness of our institutions can be 
significantly affected by what we do. 

It is clear that in most of the areas covered by my testimony, it is not too late to help to 
preserve our competitiveness. 

1 . For the Voicker rule, regulators should take a nan'ow approach to defining proprietary 
trading. 

2. For the derivatives rules, we should put aside for now the initiatives we are taking 
that are in conflict with the E.U. These areas can be defined in concert with the E.U. 
Wc can implement the non-conflicting initiatives on an appropriate timetable (the 
CFTC has called for comments on proper sequencing). We may have to make some 
compromises, as will the E.U. 

” B.XNKroR iNT’LSrTrLEMEN'I'S. supra note 74, at 1-3. 
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3. For capital requirements, this is an international initiative but one with differential 
impact in different countries. We should use tlie long full phase-in time provided by 
Basel to reexamine how these rules can be irnplerncnted in a fashion to minimize the 
differential impact. 

4. Designating firms as systemically important should be done on a global basis, and 
only if there is an agreement among countries about which firms should be 
designated; our national process should be tightly coordinated with the work of the 
Financial Stability Board. There should also be a common international approach to 
minimum SIPI surcharges. 

5. Resolution of failed financial firms remains an important and difficult issue with 
competitive implications. We should continue to work with the FSB to achieve as 
internationally coordinated an approach as possible. 


Thank you and 1 look forward to your questions. 
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T estimony of Damon A. Silvers 
Policy Director & Special Counsel 

American Federation of Labor and Congress of Industrial Organizations 
To The Committee on Financial Services 
U S. House of Representatives on 
“Financial Regulatory Reform: The International Context" 

,lune 16,2011 


Good afternoon Chainnan Bachus and Ranking Member Frank. Thank you for the opportunity 
to testify today. Thank you for the opportunity to testify today. My name is Damon Silvers and 1 
am the Policy Director and Special Counsel for the AFL-CIO. 1 am testifying today on behalf of 
.Americans for Financial Reform as well as for the AFL-CIO.' Americans for Financial Reform 
is an unprecedented coalition of over 250 national, state and local groups which have come 
together to reform the financial system. Members of our coalition include consumer, civil rights, 
investor, retiree, community, labor, religious and business groups as well as Nobel Prize-winning 
economists. The organizations of the AFR represent well over 50 million Americans. 

This hearing addresses the international aspects ofa question which has been at the heart of 
recent American history — how should we regulate the U.S. financial system? Congress’ 
approach to this question has been cyclical. The cycle begins with an unbounded Faith in the 
ability of markets and institutions to regulate themselves, which is followed by shock at the level 
of economic destruction that comes in the wake of that delusion, fhere then comes a brief 
moment of reform, to be followed as soon as the pain of financial scandal and economic collapse 
dulls a bit, by the warm embrace of the deregulatory faith once again. Here this afternoon, one 
can almost feel the slow retuni of the worldview of 2006. or was it 1 999, or 1995? Of course, 
with each cycle, the level of economic ruin inflicted on our country rises — from the S&L crisis 
to the Enron-Worldconi-dotcom crisis, to the continuing economic crisis set off by the collapse 
of the credit-fed housing bubble in 2007. 

Rather than once again succumbing to this ruinous cycle. Congress should begin by asking, what 
regulatory approach results in a stable financial system that makes productive capital allocation 
decisions and contributes to. rather than damages our nation's real economy? Part of the answer 
to that question must be the establishment of an international regulatory floor, a set of minimum 
financial regulatory standards. 


' The APL-CIO is the country’s largest labor federation and represents 12.2 million union members. Union- 
sponsored pension and employee benefit places hold more than S480 billion in assets. Union members also 
participate directly in the capital markets as individual investors and as participants in pension plans sponsored by 
coiporate or public-sector employers. 



184 


There will always be countries in this world that do not live up to those standards. They will 
undercut those standards in an effort to attract financial activity. These countries are the Icelands 
of the future. In fairness, it is hard not to conclude that in a global context the United Stales was 
such a country over the last twenty years — that we dangerously weakened our financial 
regulatory system, with the aim of, among other things, attracting and retaining financial activity 
within our borders. The result was the United States became a source of instability in the global 
financial system, and we damaged our competitive position vis-a-vis other countries that pursued 
other economic strategies. 

Capital adequacy and transparency are at the heart of any system of financial regulation. During 
the last twenty years, our system of financial regulation developed a number of gaping holes that 
allowed market participants to operate without adequate capital and to do so opaquely. And, as 
we discovered in 2008, these same loopholes allowed institutions that were too big and too 
interconnected to fail to develop outside of the regulatory safeguards, like deposit insurance, that 
were supposed to protect against systemic failure. 

The Dodd-Frank Act began to address these problems in a fairly comprehensive manner. But the 
Dodd-Frank Act was not the only effort in this area. Governments around the world have taken 
action to address similar problems in their national regulatory structures, and there has been a 
concerted, though limited effort through international institutions like the G-20, the Basel 
Committee on Banking Supervision and the Financial Stability Board to create the beginnings of 
a global regulatory floor for finance. The process of global regulatory coordination was initiated 
at a meeting of the leaders of the G-20 nations in November 2008.^ The G-20 released a 
declaration in conjunction with that meeting that de.scribed the root causes of the crisis: 

During a period of strong global growlb, growing capital flows, and prolonged 
stability earlier this decade, market participants sought higher yields without an 
adequate appreciation of the risks and failed to exercise proper due diligence. At the 
same time, weak underwriting standards, unsound risk management practice.s, 
increasingly complex and opaque financial products, and consequent excessive 
leverage combined to create vulnerabilities in the system. Policy-makers, regulators 
and supervisors, in some advanced countries, did not adequately appreciate and 
address the risks building up in financial markets, keep pace with financial 
innovation, or take into account the systemic ramifications of domestic regulatory 
actions. 

Tile November 2008 G-20 Declaration also laid out common principles of regulatory reform that 
the participating countries agreed to pursue including increased transparency ofcomplex 
financial products, aligning incentives at financial institutions to avoid excessive risk-taking, and 

' G-20 Communique, Declaration: Summit on Financial Markets anti the Worid Economy (Nov. !5, 2008) availabie 
at httD:// w\ vw.g20,oru/Docui'nenls/n20 summit declaration. pdf . 

■' G-20 Communique, Declaration; Summit on Financial Markets and the World Economy (Nov. i5, 2008) available 
at httD:.yw\vw .g20 .ort!/Documcnts /‘a 2() summil decl ara tion.pdf . 
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ensuring that all financial products and institutions are subject to regulatory oversight.'' The job 
of setting international standards for bank capital has been led by the Base! Committee on 
Banking Supervision, which released the text of the Basel 111 rules in December 20 1 0.’ The G-20 
has tasked the Financial Stability Board with coordinating international implementation of 
financial rcgulatoiy reform.* 

Each national effort at strengthening financial regulation has its strong points and its weak 
points. Most observers agree that the United States, for example, has moved more aggressively 
on derivatives regulation than Europe, but has been less aggressive with private pools of capital 
like hedge funds and private equity. In particular, European regulators have faulted the 
weakness of our executive pay approach to regulating executive pay in financial linns. Michel 
Barnier, the European Commissioner for Internal Market and Services, said earlier this month at 
a speech at the Brookings Institution: 

Banks of every size must allowed to tail but without bringing the world financial 
system with them. Bankers, .shareholders and creditors must understand that they 
will carry the cost ol' a failure and only thi.s can generate greater responsibility. 

One small final point where 1 also hope to sec change on your side in the United 
States is compensation for bankers. We in Europe are the only ones if I'm 
correctly informed that have put binding rules on bonuses in place. 1 hope the 
situation will change to stop encouraging excessive risk taking. Let us be aware, 
ladies and gentlemen, that certain compensations and certain bonuses are simply 
beyond our citizens' comprehension and mine too. ’ 

Finally, international efforts like Basel 111 inevitably are weaker than the more eflective national 
efforts — that is their nature as international elTorts."' 


' G-20 Communique, Dedaratioii: Summit on Financial Markets and the World Economy (Nov. 15. 2008) available 
a! httn://www.e20.ora,i Docuin enrs/u20 summ it decl aration. pdf . 

^ A compilation of documents that form 'Basel Ilf is available at httD:/Avww.his,ora/iist ,' basel3/indcx,hlm . 

^ The FSB produces periodic reports on international progress toward implementation of the G-20 financial refonn 
objectives. These reports are available online at http://vvww.financialstahilitvboard.oru/ . 

^ Geithner again pushes alignment with US, Financial Fimes (June 1, 201 \ ) available at 

httn://vvwvv.ft.cnm/inti/cins/s/0/ 1 j4 i .508c-9 i fi - 1 1 e0-b8c I -00 144fcah40a.html//axzz I PI IMcMZRa : Geithner triggers 
backlash on regulation, Financial Times (June 7,201 \ ) available at http:/7www.ft.co m/i nti/cms/s/ 0/38e6dd8 4-Q 1 1 f- 
) l eO-966 8-00 144feab49a .htni Ua.\zz lPHMcMZRa. 

'' European Parliament, Committee on Economic and Monetary Affairs. Press Release: Parliament sees its priorities 
through on hedge funds directive ((Oct. 26, 2010); Ben Moshinsky. EU Reaches Compromise on Regulations for 
fledge Funds, Bloomberg (Ctet. 26. 2010). 

'' Speech by EU Commissioner Michel Barnier at the Brookings Institution, Washington, D.C., The Shape of EU 
Financial Regulation and its Impact on the United States and Europe (,lune 3, 201 \) transcript and audio available 
at http://\vvvvv.brookinus. edu /cveiits.'201 1/0 603 eu regulatio n.aspx. 

Letter from Stanford Prof, Anat Admati, et. at. Healthy banking system is the goal, not profitable banks, Financial 
Times (Nov, 9, 20 1 0) available at ht tn:/7wwvv.u.sb. stanford.edu/news/research/admatiF Tl etterl 1.09 . 1 0. pdf Simon 
Johnson, Capita! Failure, NY Times Economix Blow (Nov. 1 1, 2010) available at 
htt pi.Veconom i.s. b lous-nvl inie s.com/2 0 10/1 1 /1 1. /capital-fai lure/: 
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I’oday you have heard from the representatives of the financial firms. They say that Dodd-Frank 
is too tough, and will cause financial activity to move away from the United States. At the same 
time, European banks have threatened to leave to move business to the tl.S, and other 
jurisdictions because they viewed their home countries’ proposed regulatory reforms as loo 
tough." In the labor movement we call this whipsawing. If we allow international financial 
firms to whipsaw the United States, we will find ourselves once again without an adequate 
financial regulatory structure, and our financial system will once again be a threat both to our 
real economy and to the larger global economy. 

Let me address briefly the major arguments that you have heard today from the representatives 
of the businesses that the American public so recently rescued from imininent bankruptcy, and 
who now, amid 9% unemployment and after 7 million foreclosures, after record bonuses and 
amid rising CEO pay, think that they are the people w'liom Congress needs to help. 

With respect to derivatives, the Dodd-Frank Act required generally that derivatives market 
participants, other than commercial end u.sers, post collateral to support their positions through a 
clearinghouse. It also required that transactions arc conducted through a trading platform, such as 
an exchange or swap execution facility, that provides some pricing transparency for most 
derivatives. This approach closes the loophole that unregulated derivatives created in the system 
for regulating insurance, securities, and commodities. 

The prior witnesses assert that by requiring that capital be posted and that there be disclosure, we 
will drive derivatives trading away from U.S. institutions. This type of argument has been used 
to oppose every effort to regulate finance for the last century. It sounds plausible, but it is 
historically wrong. As a general matter, capital markets activity flows to well-regulated markets, 
where market participants have confidence in their counterparties and can benefit from 
transparent pricing. This dynamic was how' the U.S. securities markets grew in the postwar era 
under a strict disclosure regime.'^ 

But even if that were not the basic dynamic of capital markets, there are some kinds of business 
we do not want. We do not want the next AlCi — the next seller of bond insurance without any 
capital to back it — to be a U.S. based firm, destabilizing the U.S. economy and looking to the 

" Haig Simoniari, UBS warns against excessive capital rules. Financial Times (Apr. 28, 201 \ ) available at 
h t tD://'\vww.ft.coni.'inti/crns/s/Q/587c7cb2-7l7b-l ieQ-9h7a-()()l44rcabdc().html~a.\/?:l PH, McMZRa : 

UBS’s inveslmenl bank, Financial Times (May 26, 20I \)availahle at http://\vww.ft.com/inll/cms/s.-'3/3d37e384- 
87aa-l lcQ-at'98-00i44feabdcQ,htmi.^axzzl PHMcMZRa ; Patrick Jenkins, Sharlene Goff and Megan Murphy, 
Finance; Flight delayed. Financial Times (Apr. 14, 20 1 \) available at http://vvvv\v,fl.com.'''intl/cms/s/()/d85tbbOc- 
66cb-l leQ-8d88-00144feab493.dvvp uuid ~-24382cba-6c8e-l Ide-a6e6-00l44feabdc0,htmi#axzzl PHMcMZRa ; 
Megan Murphy and Alaslair Marsh, Grim City warns of exodus. Financial Times (Dec. 10, 2009) available at 
httD;//wvvw.ft.cQni/intl/cms/s/0/bd364()5c-c52e- 1 1de -9 a25-00I44feab49 a Jitml . 

Luigi Zingales, The Future of Securities Regulation (January 29, 2009). Chicago Booth School of Business 
Research Paper No. 08-27 c/va/Za^/c-'af http :/7ssrn.com.i''abstract-- 13 19648 ; Zohar Goshen and Gideon 
Parchornovsky, The Fssentia! Role of Securities Regulation. Duke Law Journal, Vol. 55, p. 71 I. 2006; Columbia 
Law and Economics Working Paper No. 259 available at http:/Vssm.com/abstract -60Q709 or 
doi: 10.2 1 39/ssrn.60070 9. 
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American public to bail it out when it inevitably fails. Wc do not want the U.S. to retain a 
dominant position in derivatives by guaranteeing the derivatives dealers’ monopolistic profits at 
the expense of our real economy.'’’ 

The second argument made today relates to the regulation of financial institution activities. The 
Dodd-Frank Act made only modest steps in the direction of regulating substantive business 
activities, most prominently a weakened version of former Federal Reserve Chairman Paul 
Voicker’s proposal that bank holding companies not be allow'ed to engage in securities trading 
for their own account. The criticism leveled today is that these modest limitations will impair 
the competitiveness of U.S. financial institutions — apparently by lowering their rate of return to 
be more like the rate of return of a lending institution and less like the rate of return of a hedge 
fund, while non-U. S. institutions arc supposedly free to generate hedge-fund like returns. Set 
aside for a moment the (act that the Voicker proposal was surfaced by the Group of Thirty, 
senior former central bankers and bank regulators from around the w'orld, and that the Swiss and 
British governments seem to be moving toward more robust separation of riskier activity from 
core commercial bank activity. 

It is a general principle of inve.sting that strategies that seek higher returns expose the firm to 
greater risk. The Voicker rule repre.sents an effort to insist that banks and bank holding 
companies, with their access to central bank liquidity and insured deposits, must be at the low 
end of the risk-return continuum. In other words, the Voicker rule is a way of trying to ensure 

that the goal of both Democrats and Republicans in pursuing financial regulatory reform No 

More Bailouts - is achieved. Other countries may have other ways of insisting on that principle, 
but surely no one really thinks that insured depositary institutions and their holding companies 
should be at the high end oi'thc risk return tradeoff Other than of course the executives of those 
firms who benefit from the heads I win, tails you lose nature ofailowing publically insured firms 
to place bets in the securities markets. 

The third argument in play today relates to capital requirements, and whether it is a good idea for 
the United States to have tougher capital requirements than the international minimums created 
by the Basel III process. The Basel HI process envisions basically a risk based capital 
requirement system, back stopped by an absolute leverage limit of .33-1, This means about 97 
dollars in borrowed money for every 100 dollars in assets the bank owns. . Interestingly, this is 
just about the leverage ratio that the Securities and E.xchange Commission allowed major broker 
dealers to go to in an act that has been widely cited as contributing to the eventual collapse of 


’’ Louise Story, A Secretive Banking Elite Rules Trading in Derivatives, NY Times {Dec. 11 , 20 i 0) available ai 
htto://ww\v .nvtimes-com/20 1 (Vi 2/i 2/busines.s.'' 1 2advantage-html?s~-=& &adxnni -- 1 &adxnn l x^^ 13081 50.3 .S 8- 
T7 S 1 9xeN.hv8liDoXMOX FvsA . 
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three of those fimis. and the decision of the other two to seek shelter as bank holding 
companies.''* 

Governor Tarullo has stated recently his support for additional capital requirements for 
systemically significant institutions, paralleling provisions in Dodd-Frank.'’ However, the strong 
elements of the Basel 111 system of capital requirements will not be effective for a number of 
years, and it is unclear how to compare the risk-based capital requirements of Basel III with 
those requirements in the United States. 

Here Congress sliould ask. do we want the United States to have a robust system of capital 
requirements for our banks, or do we want to be no better than the global minimum standard? Or 
to put it another way, do we want to repeat our role as the source of global financial contagion 
that we played in 2008? We can seek to attract high-risk banking activity as a nation with weak 
banking regulation, but in doing so we will certainly expose the American public to the certainty 
of future bailouts. In the end a well capitalized banking system is critical to a sustainable 
competitive advantage in banking, and to a banking system that is capable of serving its core 
function of providing commercial credit to real economy finns. 

For two generations the combination of deposit insurance, capital regulations, and the separation 
ofcommercial banking from riskier financial activities produced a stable U.S. financial system. 
After the damage we did to our financial regulatory system over the last two decades, merely 
meeting international minimum standards will not be enough to ensure our financial system does 
not destabilize our economy. 


’’ Roddy Boyd, The last days of' Bear Sleams, CNN Money (Mar. 31, 2008) available al 
h tto://iiio n ev.cnn.co m./20Q 8/03/28.d r)aa azinesTortune/bovd bcar.fortiine,'' : The end of Wall Street, CNN Money 
(Sept. 2 1 , 2008) available al 

httD://ntonev.cnn.co[it/2008/09/l 5/nc\vs/coinpanie.s.dehnian endoFwallsireel (uilv.foriune/index.htin : 

Speech by Federal Reserve Board Governor Daniel K. Tamllo at the Peter G. Peterson Institute for Internationa) 
Economics, Washington, D.C., Regulating Systemically Important Financial Firms (.iune 3, 20 i I ) available at 
htlp:/ /www.fed er alreserv e. i;ov.hie'vsevents . %eech/tanillo20 l I0603a.h tin. 
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A Unique Period of Calm Amid tlie Storm: Bank Failures (Suspensions), 1864^-2000 
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Source: Da'ldMoss, “An Ounce of Prevention: The Power of Sound Risk Management in Stabilizing the 
American Financial System,” 2009. 


Virtually every member of this Committee has expressed the desire to end the phenomenon of 
“Too Big to Fail” banking. The Dodd-Frank Act gave banking regulators the responsibility 
(with discretion) to address both the “too big” aspect of the problem, and the “can’t fail” aspect. 
Today, firms enjoy a financial advantage for increased size and, at least until the bets go bad, 
tolerance for risk. Title 11, Sec. 165 mandates that regulators change the existing incentives so 
that there is, for the fir.st time, a regulatory cost that discourages being “Too Big to Fail”. For 
many pro-reform experts, this section’s promise made the claim that Dodd-Frank could end “Too 
Big to Fail” credible. Larger, riskier, more interconnected firms will rightly face higher 
prudential standards than their smaller, less-likely-to-fail competitors. We believe size-based 
capital requirements should be done through a sliding scale, not a binary system. But a binary 
system is an improvement on the Basel III approach. If designed well, these standards w'ill 
change the incentives so that our largest banks (which are bigger than they were before the crisis) 
will change their business model to become leaner, more manageable, and more sustainable 
institutions. Higher capital charges are a key part of changing those incentives. Put simply, calls 
to keep these firms’ capital requirements to the Basel IH floor are pleas to maintain “Too Big to 
Fail”. 
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Finally. Dodd-Frank addresses the "can’t fail” part of the problem by extending the successful 
FDIC bank resolution authority to the bank holding companies and bailed-out shadow banks that 
held taxpayers hostage in 2008. Nevertheless, today we hear that we cannot implement the 
resolution authority process envisioned in Dodd-Frank until we have a comprehensive 
international resolution authority. This argument is clearly setting the stage for sick hanks of the 
future to demand a I'ARP like bailout, where their bondholders are made whole and their 
stockholders preserved, rather than the tough approach embodied in Dodd-Frank, that requires 
executives be replaced and stockholders wiped out. This argument is a red herring. Conflicts 
among international insolvency regimes come into play only ifa global financial institution 
actually becomes insolvent and all of its obligations are in question. 

The resolution process in Dodd-Frank envisions that systeinically significant bank holding 
companies are wound down, but are never allowed to be technically insolvent. T he breakup and 
wind-down of the failed parent occurs entirely within U.S. law. Their foreign subsidiaries arc 
never insolvent, and do not need to be resolved. Of course, more of an international framework 
for addressing conflicts in bankruptcy of international firms is a good idea, but it is not a 
prerequisite for implementing Dodd-Frank’s resolution process for systemically significant 
linns. 

To conclude, a global financial regulatory floor should be a central policy objective of the United 
States, Since 2008. real progre.ss has been made in the direction of having such a global 
minimum standard. Great credit for these achievements goes to the witnesses in the first panel, 
particularly to Governor Tarullo and his colleagues at the Federal Reserve Board for their work 
on Basel 111. But a minimum standard is jtusl that, a minimum. The measure of U.S. financial 
regulatory policy should not be whether we managed to meet the global minimum. The measure 
of our financial regulatory system should be whether it ensures tliat the financial system is a 
contributor to sustained, balanced growth in our real economy — does our financial system help 
create jobs, or does it destroy them. Deregulatory whipsawing of ihe kind recommended today 
by my fellow witnesses may temporarily increase some bank profits. But the price will be 
another cycle of economic crisis and job loss. Surely we can do better than that. 
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Chaimian Bachus, Ranking Member Frank, and olher members of the Committee, thank 
you for your invitation to testify today about capital and liquidity standards and their relationship 
to international competitiveness. 

1 will start by explaining how new international standards on regulatory capital and 
liquidity will foster global linancial stability. Next, 1 will discuss several areas in which 
international work to enhance the resiliency of the financial system continues. Then I will turn 
to the agenda for implementation of the.se standards across national jurisdictions, as well as 
reforms in other areas such as derivatives markets and resolution regimes. In particular, I will 
address the need to expand the implementation agenda beyond assuring that the international 
standards are incorporated into national legislation and regulations. This is especially the case 
where the opaqueness of financial tlnns hinders olxscrvation of compliance with applicable 
standards, such as with minimum capital and liquidity requirements, Here it will be es.sential for 
internationa! bodies of regulators to adopt effective oversight and monitoring mechanisms, in 
order to achieve the financial stability benefits that the minimum standards promise, to prevent 
the emergence of significant competitive disadvantages for internationally active firms, and 
promote international cooperation in addressing the technical and policy questions that will arise. 
Capital and Liquidity Standards 

The recent financial crisis expo.sed significant weaknesses in the regulatory capital 
requirements for large banking institutions in many parts of the world, including the United 
Slates. The amount of capital held by many banking institutions proved to be inadequate given 
the risks that had built up in the financial system. In some cases, especially for holdings of asset- 
backed securities in the trading books of the largest banks, it was evident that capital 
requirements were set far too low. 
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In addition, it became apparent that some of the instruments that qualified for regulatory 
capital purposes as tier 1 capital, which was the core measure of capital adequacy, were not truly 
loss absorbing, at least not in a way that permitted a financial firm to remain a viable financial 
intermediary. During the crisis, market assessments of the strength of financial finns focused on 
common equity, the most loss-absorbent form of capital. Many market participants questioned 
whether levels of common equity at the largest institutions would be sufficient to withstand 
potential losses. In conducting stress tests under the Supervisory Capital Assessment Program in 
the winter and early spring of 2009, we focused predominantly on common equity ratios. It was 
the disclosure of these ratios, along with our insistence that firms raise additional common equity 
to meet these ratios, that helped reassure financial markets of the continued viability of the 
nation’s nineteen largest bank holding companies. 

The uncertainty about institutions' financial strength had also contributed to severe 
liquidity problems at the height of the crisis, investors and other counterparties were unwilling 
to extend credit of any sort in the ab,scnce of reliable information on the firms’ true capital 
positions. Institutions that substantially relied on short-tenn funding were unable to roll over this 
funding. Moreover, exacerbating this liquidity squeeze, many of the largest institutions were 
unable to unwind positions that they had assumed could be liquidated even in stressed markets. 

I'he crisis thus revealed capital and liquidity shortfalls and confirmed that weaknesses in 
one group of internationally active firms could quickly be transmitted globally. In response, 
national prudential regulators represented on the Basel Committee on Banking Supervision have 
developed new' standards to enhance the stability of the global financial system. In .luly 2009, 
the Basel Committee adopted more stringent regulatory capital standards for trading activities 



and securitization exposures. Subsequently, in December 2010, the Basel Committee published 
its Basel 111 framework. 

Basel in represents a major step forward for capital standards. Basel III not only 
promotes a higher qiianlily of capital by raising the minimum level of capital required at banking 
organizations. It also addresses the quality of capital by introducing for the first time a specific 
common equity capital requirement, thereby helping to ensure that a bank’s capital structure is 
composed of truly loss-absorbing forms of capital. In addition, Basel 111 enlarges the range of 
risks accounted for in the regulatory capital requirements and improves their measurement, 
particularly for the counterparty credit risk associated with over-the-counter (OTC) derivatives. 
The Basel agreement also adds for the first time an international leverage ratio as a complement 
to the long-standing Basel risk -based capital ratios. 

Basel 111 likewise includes two sets of international standards for liquidity, the first 
efforts to develop quantitative standards for liquidity management. One standard, the Liquidity 
Coverage Ratio (LCR), is designed to ensure finns’ ability to withstand short-term liquidity 
shocks through adequate holdings of highly liquid assets. The other, the Net Stable Funding 
Ratio (NSFR), is intended to avoid significant maturity mismatches over longer-term horizons. 
These new standards are an important part of the global effort to enhance the financial system’s 
ability to withstand stresses comparable to those faced during the recent financial crisis. 

Areas for Continued International Work 

The risk-based capital requirements finalized in Basel HI. and applicable to all 
internationally active hanks, will be centra! to an effective framework for financial stability. 
There is an additional capital standard - along with the liquidity standards just mentioned - 
where the considerable work done to date still needs to be completed in the Basel Committee. 
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(jlobal initiatives have also been started in two other areas covered by the Dodd-Frank Wall 
Street Reform and Consumer Protection Act (Dodd-Frank), derivatives regulation, and resolution 
regimes, but a good deal remains to be done before we have agreement on appropriate 
international measures to promote global financial stability and to assure congruence between 
U.S. practices and those of other major financial centers. 

An important capital policy initiative that has yet to be completed pertains to additional 
capital requirements for systemically important financial institutions (SIFIs). Section 1 6.5 of the 
Dodd-Frank Act directs the Federal Reserve to impose enhanced prudential standards, including 
capital requirements, on bank holding companies with consolidated assets of $50 billion or more. 
I'hese requirements must be more stringent than those for finns that do not pose a similar risk to 
U.S. financial stability, and must increase in stringency based on the systemic footprint of the 
firm. 

Last year, we proposed development of a comparable enhanced international capital 
requirement for SIFIs. Such a requirement would promote international financial stability while 
avoiding significant competitive disadvantage for any country's firms. Work on the subject of 
SIFI capital surcharges in the Basel Committee started a bit slowly, but it has picked up 
considerably in recent months. Although there is not yet consensus, we are hopeful that in the 
next several months the Committee will agree upon a proposal and can seek public comment. 
This international process would roughly coincide with the domestic notice and comment 
process for rules proposed by the Federal Reserve covering enhanced prudential standards for 
SIFIs. The parallelism of the international and domestic processes should facilitate tlie goal of 
congruence between U.S. and international standards. 
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Whilc Ihc Basel III capital stanilards take elTecl during a transition period beginning in 
2013, implementation of the two sets of liquidity standards will not begin until 2015 lor the LCR 
and 2018 for the NSI 'R. The central bank governors and heads of supervision recognized that 
there may be a number of unintended consequences arising from the specifics of ihe LCR. For 
this reason, llic Federal Reserve, supported by our counlcrparts IVom a number ol’ other central 
banks, suggested a multi-yeiir observation period before the l.CR takes effect. During this 
period, the U.S. agencies and a Basel Committee working group will collect data, solicit 
comments from banks, analyze the effects of Ihc new liquidity measures on financial markets 
and the broader economy, and determine whether the standards need to be amended to avoid 
adverse unintended consequences. With respect to the NSFR. while the Basel Committee 
countries are committed to having this standard in place in 2018. considerable tcelinical work is 
still needed to reline this measure in the coming years. 

In addition to these ongoing efforts regarding capital and liquidity. 1 would like to 
emphasize the importance of international cooperation on reforms to the derivatives market. In 
the United States, the market regulators and banking agencies are implementing the requirements 
of the Dodd-Frank Act to strengthen the infraslrucUire and regulation of the OTC' derivatives 
market. This task includes enhancing the role ofccntral counterparties, which cun be an 
important tool for managing counterparty credit risk in the derivatives market, and introducing 
new margin requirements for certain derivatives activities that are not cleared with a central 
counterparty. 

liven as these iniliative.s are underway in the United Stales, it is imporlanl that progress 
on reforming the OTC derivatives market continue at the international level, in 2000. the Group 
of Twenty (G-20) leaders set out commitments related to reform of the OTC derivatives markets 



that, when implemented by national authorities, will form a broadly consistent intemational 
regulatory approach. ' As work on the G-20 commitments is being pursued in a number of 
international groups, continued attention will be required to ensure that the convergence process 
continues in a timely fashion. In addition, there is need for agreement on a topic not covered by 
the G-20 declaration - that of global minimum margin requirements for derivatives not cleared 
through a central counterparty. Such an agreement would increase the stability of the financial 
system by reducing the likelihood of a race to the bottom in jurisdictions that do not implement 
equivalent standards. 

A final issue that must remain on the intemational reform agenda is the development in 
major financial centers of effective resolution regimes for SlPls. The Dodd-Frank Act gave the 
Federal Deposit Insurance Corporation (FDIC) authority to resolve failing financial firms where 
necessary to mitigate serious effects on financial stability. The efficacy of this mechanism and 
market discipline more generally will both be increased if other significant jurisdictions have 
parallel authority, with similar expectations for how SIFls operating in multiple jurisdictions will 
be resolved. Work has been underway for some time at the Basel Committee and the Financial 
Stability Board to identify key attributes of effective regimes that will facilitate resolution of 
SIFIs while preserving critical market functions. In cooperation with our colleagues at the FDIC, 
we have encouraged these efforts, as well as an exploration of possible channels for avoiding 
impediments to successful resolution of limis with substantial operations in multiple 
jurisdictions. 


See G-20 (2009), “t.eaders’ Statement: The Pittsburgh Summit,” September. 
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Implemcntation of International Standards 

The financial stabillly benefits of the Basel 111 reforms will be realized only ifthey are 
implemented rigorously and consistently across jurisdictions. In this regard, it is important to 
note that incorporating internationally acceptable standards into national legislation or 
regulations is only the first step in effective implementation. A second, critical step is ensuring 
that these standards are, in practice, rigorously enforced by national supervisors and observed by 
firms across all the Basel Committee countries. 

In the United States, the Federal Reserve, FDIC, and Office of the Comptroller of the 
Currency (collectively, the banking agencies) are working to update and enhance risk-based 
capital standards, and introduce liquidity standards through a series of rulemakings. These 
rulemakings will be used to align U.S. capital and liquidity regulations with Basel III. In 
accordance with the internationally agreed-upon implementation timeframes, the banking 
agencies plan to issue a notice of proposed rulemaking in 201 1 and a final rule in 2012 that 
would implement the Basel HI reforms. We expect that other jurisdictions will be adopting 
regulations or, where necessary, legislation in a similar timeframe. The Basel Committee will 
review progress and identify any potential inconsistencies with the terms of Basel 111. 

Monitoring the incorporation of Basel agreements into national law is a fairly 
straightforward exercise, though no less important for that. It is also a familiar e.xercise in the 
Basel Committee. In this regard, the international leverage ratio the Basel Committee has 
adopted and is currently monitoring serves as an important backstop to risk -based ratios that rely 
extensively on banks' models. It is notable that analysts that follow significant global financial 
institutions use a leverage ratio to gain insights into the credibility of banks’ average risk- 
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vvcighted assets. The Federal Reserve Board is fully committed to ensuring a robust leverage 
ratio remains in place for internationally active institutlons. 

Despite extensive sharing of infonnation on supervisory practices, the Basel Committee 
has, over the years, found it diflrcult to achieve what 1 have characterized as the second critical 
step in the implementation of international capital accords - that is. rigorous and consistent 
application of those rules by sujiervisors and firms across countries, as reflected in reported 
capital levels and amounts of risk-weighted assets of individual banks. An infernational process 
for monitoring implementation on a bank-by-bank basis has become increasingly necessary as 
capital standards have relied lo a greater extent on internal market-risk or credit-risk models, the 
parameters and operation of which arc not transparent. This tendency has combined with the 
relatively opaque nature of bank balance sheets to complicate external efforts to assess how 
banks are meeting their capital requirements. 

One area that has deservedly received attention of late is Ihe potential for differences in 
the calculation of risk-weighted assets across banks, both cniTcntly and prospectively under the 
Basel III standards. In particular, market participants have focused on differences in measured 
risk exposure. Analysts have pointed out that large U.S. banks generally have markedly higher 
average risk weights, ratios of risk-weighted a,ssets to total assets, and ratios of common equity 
to total assets, adjusted for differences in accounting, than some of their foreign competitors. 
These large disparities cannot be easily explained away through differences in risk profiles, 
which are largely similar within the business lines of competing banks. 

Indeed, with regard to capital for trading activities, where a commonly disclosed measure 
of risk is one-day value-at-risk (VaR),’ U.S. trading banks appear to hold multiples of the capital 

' A value-at-risk approach measures the potential gain or loss in a position, portfolio, or organization that is 
associated with a price movement of a given probability over a specified time period. 
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non-U.S. trading banks hold per unit of VaR. Precisely because of the opacity of bank balance 
sheets and their internal risk models, we do not yet fully understand the reasons for these 
disparities. Some observers have suggested that U.S. stringency in application of the rules and 
standards may be a factor. Gaining insight into these differences and taking action to more 
closely align capital requirements for similar risk exposures across countries will take concerted 
work w'ithin the Basel Committee. 

The Basel Committee leadership has acknowledged that failing to implement Basel III in 
a globally consistent manner could lead to a competitive race to the bottom and increase risks to 
the global fmancial system.’ The Committee must take action to avoid this outcome, specifically 
through the Committee’s .Standards Implementation Group (SIG). The SIG is initiating this year 
a peer review process, through which teams of experts will assess the extent to which countries 
have implemented Basel Committee standards. While these reviews will focus initially on 
standards other than capital, such as stress testing, the process should nevertheless provide 
insight into how approaches and outcomes related to the implementation of Basel III can be 
meaningfully monitored and compared. 

The SIG has already begun sharing infomiation on the status of Basel 111 implementation 
by member countries and is in the early stages of planning comparative work on risk-w'eighted 
assets across jurisdictions and banks to promote consistent implementation. 

As the Basel Committee moves into this next phase, w'e will urge the Committee to take a 

comprehensive approach to monitoring processes that includes three elements. First, the 

Committee .should begin work as soon as possible to develop mechanisms to implement effective 

’ See, for example, Nout Wellink (201 1), “Basel 111: A Roadmap to Better Banking Regulation and Supervision," 
remarks delivered at the FSI High-Level Meeting on the New Framework to Strengthen Financial Stability and 
Regulatory Priorities, St. Petersburg, Russia, May: and Stefan Walter (20 1 1 ), “Basel III: Stronger Banks and a More 
Resilient Financial System," remarks delivered at the Financial Stability Institute Conference on Basel 111, Basel, 
April. 
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cross-counlry monitoring. Second, this process should go beyond traditional stocktaking 
exercises to include a careful assessment of the methodologies national regulators use to 
determine the appropriateness and acceptability of bank practices. Third - and here is where the 
real work will lie - the Committee must develop a mechanism to validate the actual risk- 
weighted assets calculated by individual banks under international capital standards. 

There are several possibilities for conducting this work. One that has been discussed in 
the Basel Committee would be to use tools such as benchmarks and test portfolios, in order to 
provide an accurate, quantifiable comparison of standards implementation across jurisdictions. 
Another, more far-reaching option would be to use validation teams working under the auspices 
of the Basel Committee itself to verify the methodologies used at individual banks to ensure their 
compliance with international standards. They could use expertise gained through horizontal 
reviews of institutions to make assessments of individual banks in different jurisdictions. A less 
far-reaching variant of this option would entail national supervisors collaboratively participating 
in examinations of specific institutions. 

As a result of these monitoring and validation processes, outliers (i.e,, banks whose risk 
weights for comparable assets differ materially from those of other banks) could be identified so 
that national supervisors might perform more in-depth analyses of their banks" processes and 
outcomes. This would lead to a greater understanding of the disparity in results for certain 
institutions or jurisdictions based on their assumptions, data, or risk profiles. There can be 
legitimate reasons that banks may have different risk estimates for similar portfolios. Where 
disparities are identified, however, national supervisors of outlier banks should be called upon to 
explain the results to their fellow supervisors, as well as steps they arc taking to address 
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situations in which differences may arise from systematic underestimation of risk or 
manipulation of capital ratios to achieve desired outcomes. 

Any of these options would require the Basel Committee, international supervisors, and 
banking organizations to work together to address confidentiality concerns, as well as other 
jurisdictional issues. Some options will surely prove more feasible tlian others. While we do not 
prejudge which will prove to be most effective, we do maintain that something of this sort is 
necessary in order to assure that the benefits for financial stability promised by international 
capital standards are in fact being realized, as well as to prevent some banks from enjoying 
competitive advantage through lax application ofthette standards. At the same lime, any ofthese 
options will give banking supervisors from the countries represented on the Basel Committee an 
opportunity to work together to address the many issues of implementation, intetpretation, and 
evasion that will surely arise under Basel 111. 

Thank you for your attention. 1 would be pleased to answer any questions you might 


have. 
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I. Introduction 

Chaimian Bachus, Ranking Member Frank, and Members of the Committee, 1 
appreciate the opportunity to appear before the Financial Services Committee to discuss 
the work that the OCC is doing to implement new bank regulations in the U.S. and to 
harmonize those rules with those of other countries to avoid a regulatory race to the 
bottom. The Committee’s letter of invitation has indicated your particular interest in the 
new capital and liquidity standards being developed by the Basel Committee on Banking 
Supervision. Accordingly, my testimony focuses on the efforts underway to revise bank 
capital and liquidity requirements, including the implementation of capital-related 
provisions of the Dodd-Frank Act and the new international capital and liquidity 
standards commonly referred to as Basel III. 

Implementation of key provisions of the Dodd-Frank Wall Street Reform and 
Consumer Protection Act (the Dodd-Frank Act) and the new Basel capital and liquidity 
requirements is particularly challenging because of the number of related provisions that 
must be considered together. Regulators are trying to understand not just how individual 
provisions will impact the international competitiveness of U.S. firms, but how the 
interaction of all of the various requirements of the Dodd-Frank Act and Basel III will 
impact U.S. firms. 

In assessing the impact of the capital and liquidity requirements in Basel III and 
the Dodd-Frank Act, there is little reason to be concerned about an international “race to 


the bottom.” In every major jurisdiction around the globe, regulatory requirements 
imposed on the financial sector are becoming more stringent. This raises two issues. 
First, if capital and liquidity standards arc set too high, we may unnecessarily restrict 
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financial intennediation and economic performance. Second, if .some countries do not 
adopt the same high standards and enforce them with the same rigor, vve could w'ind up 
with an uiilevel playing field that gives an advantage to firms in countries with less 
stringent standards. 

While the failure of others to act in a comparable fashion is no reason to relax our 
prudential standards in the IJ.S., it is important to analyze the individual and cumulative 
impact of the changes under consideration to be certain we are making sensible decisions 
about how far we should go domestically. Our goal must be to address the problems that 
led to the financial crisis without undermining the ability of our banking institutions to 
support a strong national economy, or placing U.S. institutions at an unfair competitive 
disadvantage relative to foreign competitors. 

II. Changes to Domestic and International Capital and Liquidity Standards 
A. Background and Overview 

The new Basel 111 agreement, which was published at the end of 2010, is the latest 
version of internationally agreed standards adopted by the Basel Committee on Banking 
Supervision (Basel Committee). ' Like the Dodd-Frank Act, it is designed to promote a 
more resilient banking sector. However, Basel HI is more narrowly focused than the 
Dodd-Frank Act in that it is limited to strengthening global capital and liquidity 
requirements for internationally active banks. Basel 111 requires increases in both the 
amount and the quality of regulatory capital relative to banks' risks, including a greater 
reliance on common equity. As currently fonnulated, Basel 111 also will require banks to 


' The femi “Basel 111,” as it is used here, refers to the set of capital and liquidity standards published by the 
Basel Committee in December 2010, as well as those published in July 2009. A compilation of the 
documents that fomi Basel 111 is available at wwvv.bis.org.distd)asel3/index.htm . 
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hold substantially more liquidity in the form of short-term, low-risk assets and to increase 
their reliance on more stable long-term debt and core deposits. 

Basel 111 introduces other significant enhancements designed to ensure that all 
material risks confronting financial companies - especially risks held in trading portfolios 
and the risks posed by complex structured-finance transactions - are appropriately 
reflected in regulatory capital requirements. In this respect, Basel III builds upon and 
further strengthens the more risk-sensitive capital regime established by the Basel II 
capital framework. Basel III also increases the focus on consideration of systemic risk 
issues in bank .supervision practices and capital rules. 

In developing a consistent set of standards for internationally active banks, the 
Basel Committee aims to enhance the safety and .soundness of the global banking system 
and, secondarily, to facilitate a level playing field on an international basis. This is 
important because the largest banks in the U.S. and abroad compete with one another for 
business worldwide. Consistent international implementation of common standards 
discourages regulatory arbitrage across national boundaries. 

Basel III repre.sents the third generation of standards, building upon the Basel II 
framework that w'as designed to replace the original and much simpler Basel I standards. 
While there are elements of Basel III that each Basel Committee member would like to 
see changed, the revisions represent a significant accomplishment in that 27 countries 
reached a general agreement on highly technical policy issues and detailed regulatory 
standards. 

Still, even with this agreement, details of implementation can vary' from country 
to country. For U.S. institutions, the overlay of the Dodd-Frank Act requirements - and 
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the existing Prompt Corrective Action (PCA) regime ~ adds substantial complexity in 
implementing the internationally agreed-upon standards. 

The Dodd-Frank Act contains several provisions that affect both U.S. regulatory 
capital and liquidity standards. For example, the Dodd-Frank Act requires the Federal 
Reserve to develop more stringent prudential standards, including capital and liquidity 
requirements, for larger, more systcmically important bank holding companies, which arc 
generally defined as those with more than $50 billion in assets. In contrast, the Basel II 
advanced approaches regulations are required to be used only by banks with $250 billion 
or more in total assets or $10 billion or more in total foreign exposures. In addition, 
international agreement is still being sought to impose a surcharge above the Basel 111 
levels for the very largest and most sophisticated global financial institutions. 

Implementing all of tliese new standards in the U.S. poses a number of challenges. 
The banking regulators are currently working to determine how best to interweave the 
new Basel III minimum capital requirements and capital buffers, the Dodd-Frank Act 
capital surcharge for large U.S. institutions, and the Basel 111 capital surcharge for the 
largest global institutions into the statutory PCA framework, which requires the 
regulators to define separate capital levels for well-capitalized, adequately capitalized, 
undercapitalized, significantly undercapitalized, and critically undercapitalized 
institutions. Under the PCA framework, banks face consequences and restrictions of 
increasing severity as their capita) levels fall, which is similar to the operation of the 
“capital conservation buffer” under Basel III. 

The Dodd-Frank Act also addresses capital regulations by limiting the degree to 
which certain hybrid instruments can be included in regulatory capital. In addition, the 
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law provides that the largest internationally active U.S. banks subject to the advanced 
approaches in the Basel 11 risk-based capital rules may not hold comparatively less 
capital than is required of U.S. banks generally under Basel I. The Dodd-Frank Act also 
establishes specific requirements relating to the leverage ratio. 

Other provisions of the Dodd-Frank Act restrict reliance on credit ratings by 
federal agencies as a determinant of credit quality. Specifically, section 939A of the 
Dodd-Frank Act requires each federal agency to review their regulations and “remove 
any reference to or requirement of reliance on credit ratings and to substitute in such 
regulations such standard of credit-worthiness as each respective agency shall determine 
as appropriate for such regulations.” This requirement necessitates changes to a number 
of the existing risk-based capital regulations and affects implementation of .several of the 
Base) 111 capital and liquidity provisions, which rely on credit ratings to set specific 
regulatory requirements. As a result, U.S. banks' capital rules will necessarily diverge 
from the international standards. 

B. Regulatory Capital Requirements 

Basel 111 emphasizes the quality of capital by seeking a more stringent definition 
of what banks should be permitted to count as regulatory capital. The financial crisis 
clearly demonstrated that common equity is superior to other capital instruments in its 
ability to absorb losses on a going-concern basis. Innovative instruments, such as 
“hybrid” capital instruments that have characteristics of both debt and equity, which had 
become an ever-larger proportion of the capital base for banks of all sizes, were Found 
lacking. While many of these instruments permit banks to defer or cancel dividends, 
which helps preserve liquidity and capital in times of stress, during the financial crisis 
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many banks did not exercise this option out of fear that such actions would reinforce 
market perceptions of the bank's weakened financial condition. Many non-U. S. banks 
even exercised call options to redeem hybrid instruments for fear that failure to do so 
would send strong market signals about the deteriorating condition of the bank. 

Basel HI addresses these problems by defining regulatory capital more narrowly 
and placing greater reliance on common equity. Under Basel HI, banks will be required 
to hold a minimum amount of common equity based on their level of risk. This common 
equity ratio cannot be met through the issuance of other fonns of capital, even relatively 
high-quality capital such as non-cumulative peqtetiial preferred stock. Basel HI also 
tightens the definitions of other fonns of regulatory capita! - Tier 1 and Tier 2 - to 
exclude some of the innovative hybrid capital instruments, and it places strict limits on 
the amounts of mortgage servicing assets and deferred tax assets that may be recognized 
for regulatory capital purposes. 

Another key element of the Basel HI package is a substantial increase in 
minimum risk-based capital ratios - requiring banks to hold more capital for every dollar 
of risk exposure. The Basel III reforms set higher capital requirements that essentially 
will move the Tier 1 common ratio from a minimum of roughly 2 percent under current 
rules to 4.5 percent. They also set a 2.5 percent conservation buffer of capital above the 
4.5 percent minimum requirement, bringing the total requirement to 7 percent. This 
capital buffer is intended to ensure that banks are well-positioned to withstand economic 
downturns or stresses that are unique to their portfolio. For example, a bank that had 
capital equal to, or in excess of. 7 percent of risk-weighted assets during strong economic 
times might dip into its buffer during a period of economic stress, while still maintaining 
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capital levels that should not lead to concerns about its viability. Though the capital 
bulTcr could be used during a period of stress, there also would be a constraint associated 
with that use. One of the consequences of dipping into the buffer w'ould be progressively 
more stringent capital distribution restrictions as the bank’s capital levels erode and 
approach the minimum thresholds. 

This formulaic response to falling capital levels will create the appropriate 
incentive for banks to maintain a healthy buffer during benign economic times, and also 
limit the ability of banks to dissipate capital when their capital ratio is deteriorating. This 
works much like the restrictions in the current I’CA framework, but the agencies still 
must consider whether, and/or how, to combine the two. For example, in light of the 
Basel Committee’s stated intention that banks be able to draw on the conservation buffer 
in times of stress, the banking regulators must determine whether or not to define the 
PCA “well capitalized” categoi^ in a way that allows a bank to be considered “well 
capitalized” even if its capital levels fall below the buffer but remain above the minimum 
requirements. 

All together then, the minimum requirement for Tier 1 common capital will rise to 
7 percent by the end of the decade. The recent crisis demonstrated that market analysts 
were particularly focused on common equity ratios, and banks that had higher and 
stronger ratios tended to avoid the intense market speculation and fears that plagued some 
of those with weaker ratios. Some of the banking organizations that struggled the most 
during the turmoil had capital levels below the 4.5 percent minimum standard. 

The Basel 111 changes, discussed previously, tighten the definition of what can 
count as capital. As discussed in greater detail below, they will also require more capital 
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for certain risks than the current standards, and they substantially increase the allowable 
minimum capital ratios that banks must maintain. All of this is to say that the 7 percent 
requirement represents a signillcant strengthening of our capital standards. 

Large LLS. banks have already raised large amounts of capital since the peak of 
the crisis and are very highly capitalized by traditional measures. We expect that these 
increases in actual capital levels, combined with an extended phase-in period for the 
higher capital standards of Basel III, should allow banks to transition to the higher capital 
requirements in a reasontible manner without causing undue stress on the current 
economic recovery. However, we are concerned with how much more we can and should 
turn up the dial on our banks without having negative effects on lending. Our concents 
on this front are most evident in the context of Ihe surcharges being contemplated for 
systeniically important firms, which are discussed in more detail below. 

Another key element of the Basel III refomis is the introduction of an 
intcniational leverage ratio. The financial crisis witnessed the build-up of excessive on- 
and off-balance sheet leverage in the banking system. To address these problems, the 
international leverage ratio requirement will serve as a backstop to the risk-based 
measures. Though similar in many respects to the existing U.S. leverage ratio 
calculation, the International leverage ratio also wall capture off-balance sheet exposures 
that, during the crisis, led to a build-up of leverage, which eventually came cascading 
onto some banks’ balance sheets. 

The Basel III reforms also greatly improve the assignment of capital to the 


exposures that proved most problematic during the crisis. Certain securitization 
positions, such as CDO-squared instruments and CDOs of MBS, will see greatly 
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increased capital rcquiremenls under the Basel IB revisions. Similarly, the capital 
requirements for trading activities will be increased substanlially. in addition, Ihe 
calibration of the bank-generated measure of potential counterjtarty credit exposures from 
derivative transactions has been significantly enlarged. Capital requirements also are 
being increased more generally for bank exposures to other large financial firms to 
address concerns with interconnectedness and possible contagion effects. Taken 
together, these changes will result in significant increases in the capital requirements for 
those risks and sources of losses that were most prominent during the crisis. 

We support the Ba,sel III capital requirements, which we believe will materially 
enhance the resiliency of the banking sector, as well as the broader financial system. It is 
crucial to recognize, however, that the Basel framework requires these standards to be 
applied to inlenuilionaUy active hanks. This scope of application is critical to the issue of 
how many banks should be subject to the requirements for systemically important 
financial institutions, and how much of a capital surcharge .should be applied. It is also 
crucial to how we approach application of the new Basel III standards to the se veral 
thousand other banks and thrifts that are not internationally active. For those institutions, 
application of the Basel 111 .standards is at Ihe discretion of U.S. bank regulators. 

What does the experience of U.S. banks during the crisis suggest about which of 
the Basel HI changes .should be applied generally to U.S. banks? Regarding the 
definition of capital, if wc believe a capital instrument is not loss absorbing, it should not 
be recognized for regulatory purposes regardless of whether a bank is internationally 
active or not. Thus, a greater regulatory focus on common equity should make sense for 
all banks. 


9 



213 


Less obvious is whelher it makes sense to impose the same minimum capital ratio 
that applies to large internationally active banks on the majority of IJ.S. banks that are not 
internationally active and have relatively simple balance sheets and risk profiles. A final 
decision on this issue has yet to be reached as the federal banking regulators are 
continuing to consider and weigh the merits of a wide application of all the changes 
contemplated under Basel ill. 

Capital Surcharge for Systemically Important Financial Institutions 

At the international level, the Basel Committee and the Financial Stability Board 
(FSB) are not yet finished setting capital requirements. These groups have on-going 
projects to define global systemically important banks (G-SIBs), and global systemically 
important financial institutions (G-SlFIs), respectively, and to as.sess how much 
additional “loss absorbing capacity” these institutions need to maintain. Notably, the 
Basel Committee is continuing to debate decisions on identifying which institutions 
should be designated G-SlBs and the potential application of a capital surcharge to those 
firms. It also continues to assess the role that contingent capital might play in such a 
surcharge. This work is expected to be completed by the end of 201 1. 

We support the application of a surcharge of common equity for the very largest 
globally significant banks, but we believe the amount of the surcharge should recognize 
that it is adding to a base - Basel HI - that is already designed to address risks presented 
by these very same large, internationally active banking institutions. In fact, the design 
of the components of Ba,sel III was based exclusively on analyses of the capital 
requirements for our largest and most complex institutions, and based on lessons learned 
from the recent, severe financial crisis. Based on our analysis of the capital levels needed 


10 



214 


to protect the largest institutions from failure under stressed conditions, the OCC believes 
a moderate surcharge may be appropriate to protect the financial system against the 
failure of systemic banks. 

A further important consideration for determining the appropriate capital 
surcharge for a category of large and potentially systernically significant institutions is 
the regulatory environment in which they operate. In many other countries, large 
internationally active banking institutions are extremely large relative to the domestic 
economy, as measured by GDP, and the risk to the national economy of problems at 
those institutions is much more fundamental. The largest banks in the UK, for example, 
have assets roughly equal to the UK GDP, and assets of the largest Sw'iss banks 
substantially exceed that country's GDP. Such countries may prudently add an additional 
buffer on top of international standards to mitigate the high risk posed to their domestic 
economy by banks of this scale. In contrast, the U.S. is unique in the international 
community in applying caps on deposit concentrations in the U.S. banking industry and 
now, under the Dodd-Frank Act, imposing special concentration limits on large financial 
firms. No U.S. bank exceeds the.se caps, and even our largest institutions are only a 
fraction of U.S. GDP. 

All Basel capital levels are minima, including the surcharges for the largest banks. 
Since individual countries have freedom to set higher capital levels appropriate to their 
individual circumstances, we should consider whether a surcharge intended for general 
application should be importantly influenced by conditions in countries with unique 
financial characteristics. As we weigh these considerations in determining appropriate 
capital surcharges for systernically important institutions, we must also take into account 
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that higher capital requirements are not without costs. Attempting to wring risk out of the 
banking system through the device of high capital requirements must be weighed against 
the costs of less intermediation and potentially lower economic growth. Finding that 
tipping point involves as much judgment as calculation, and the right outcome is 
probably not a simple average of national preferences re.sulting in an international one- 
size-fits-all answer. 

,A particular concern in light of recent experience in the U.S, is the risk that 
excessive capital requirements will cause lending and investing to move from the 
regulated banking sector into other less regulated sectors, which could serve to reduce the 
effectiveness of the enhanced bank capital standards. The largest of these le.ss-regulated 
“shadow banking"' entities are expected to be subject to the enhanced supervision and 
oversight that the Dodd-Frank Act envisions, but there remains a substantial concern that 
a new batch of “shadow banking” firms will emerge to 1111 any void left by depository 
institutions. While moving certain risks out of deposit-taking institutions may be a 
desirable result, these less regulated sectors do not face comprehensive capital 
requirements, enhanced liquidity and disclosure standards, or the same level of regulatory 
scrutiny that will apply to banks, and there is the danger that risks could be more easily 
hidden in these pockets of the financial system. And it's not obvious that a shift of 
financial activity into the shadow banking system protects the financial safety net; we 
saw the apparent extension of that safety net into that space during the recent financial 
crisis. Among the lessons we must learn from the financial crisis is that we cannot 
tolerate the re-emergence of a risky parallel or “shadow” banking system. 

Section 1 71 of the Dodd-Frank Act - Risk-Based Capital Floor 
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An example of legislation unique to the U.S. that will result in more stringent 
standards for U.S. firms and an uneven playing field is section 171 of the Dodd-Frank 
Act (the “Collins Amendment”). The Collins Amendment establishes a floor on the 
capital requirements for U.S. banks based on cuirent Basel I-based capital standards. In 
practical temis, this will limit the incentives for large internationally active U.S. banks to 
undertake the complex and costly task of implementing the Basel TI framework, since the 
simpler Basel I framework will still govern. 

Notably, the primary reason the Basel Committee decided to replace the Basel I 
framework - the framework that was in place during the financial crisis in the U.S. - was 
its lack of risk sensitivity. By removing incentives for reducing risk, the OCC is 
concerned that the implementation of section 171 may lead to perverse incentives for 
U.S. banks. If an institution can take on additional risk without triggering an additional 
capital charge under the Basel I standards, it may be tempted to do so if Basel 1 is the 
bank’s operative constraint. For example, lending to a large, highly diversified 
multinational corporation or a small startup with an unproven business strategy would 
have the same charge under Basel I. and banks would have an incentive to lake on the 
riskier loan to generate higher returns. Similarly, the bank may have less incentive to 
look favorably on safer loans, due to the lack of any reduction in required capital. 

Section 939A of the Dodd-Frank Act - External Credit Ratings 
file OCC recognizes that issues surrounding credit ratings were a significant 
factor in market overconfidence that contributed to subsequent losses in the markets for 
various structured and complex products, including mortgage-backed securities, in 2008 
to 2009. The Dodd-Frank Act includes a number of important remedial measures to 
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address this problem, including structural changes at the rating agencies, greater SEC 
oversight of the ratings process, and loan-level disclosures to investors in asset-backed 
securities. As I have stated in previous testimony, in the context of enhanced regulation 
provided by the Dodd-Frank Act. the absolute prohibition against any references to 
ratings under section 939A goes further than is reasonably necessaiy. 

Because no other jurisdiction is subject to a similar limitation, section 939A is 
impeding our efforts to achieve international consistency in the implementation of Basel 
111. The Basel 111 framework, together with the Basel 11 framework on which it is built, 
makes use of external ratings in several areas including securitizations, assessment of 
counterparty credit risk, and trading book positions. Because of section 939A, the 
banking regulators' proposal to amend the risk-based capital rules for market risk, 
published on January 1 1, 201 1 , did not include these ralings-based provisions that would 
have significantly increased the amount of capital required to be held against traded 
assets. More broadly, the federal banking regulators’ inability to implement this 
important provision of the international standards may hamper our credibility in future 
negotiations for global standards. 

Potential for Inconsistent Implementation of Basel 111 
In addition to the provisions of the Dodd-Frank Act that will result in different 
application of certain aspects of the revised Basel framework, a level playing field for 
U.S. banks may be difficult to achieve if Basel 111 is unevenly implemented across 
jurisdictions, despite the very detailed prescriptions it contains. 

For example, the Basel 11 qualification requirements have been implemented with 
varying degrees of rigor in different countries. While many international regulators 


14 



218 


permitted large banks in their jurisdictions to move to the Basel II framework several 
years ago, U.S. supervisors have enforced very stringent standards on U.S. banks in order 
for them to qualify to use Basel Tl. No U.S. bank has qualified yet. The more 
conservative approach taken by U.S. supervisors relative to our non-U. S. counterparts is 
evident in many aspects of the Basel H implementation process, and experience has 
shown that even small differences in implementation can still lead to measurable 
differences in capital requirements. 

Of course we should not lower our standards domestically for these reasons, but 
these points illustrate that international consi.stency will be very challenging to achieve in 
practice. In fact, some differences are so fundamental that it may simply not be possible 
to achieve the goal of a level playing field. 

C. Liquidity Requirements 

The recent financial crisis highlighted the importance of effective liquidity 
management to the proper functioning of financial markets and the banking sector. In 
fact, during the early phase of the financial crisis, many banks - despite adequate capital 
levels - still experienced difficulties because of inadequate liquidity. 

In 2010 the federal banking regulators, in conjunction with the Conference of 
State Bank Supervisors, issued a policy statement on expectations for sound funding and 
liquidity risk management practices. This policy statement summarized the principles of 
sound liquidity' risk management issued previously and, where appropriate, supplemented 
them with Basel’s 2008 “Principles for Sound Liquidity Risk Management and 
Supervision.” 
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With Basel III, the Basel Committee raised the bar by introducing explicit 
minimum liquidity standards. These standards are designed to achieve two separate but 
complernentaiy' objectives. The first is to promote short-term resilience by ensuring that 
a bank has sufficient high quality liquid resources to offset cash outflows under acute 
short-term stresses, fhe Basel Committee developed the Liquidity Coverage Ratio, with 
a one-month time horizon, to achieve this objective. The second objective is to promote 
longer-tenn resilience by creating additional incentives for a bank to fund its on-going 
activities with stable sources of funding. The Net Stable Funding Ratio has a time 
horizon of one year and has been developed to provide a sustainable maturity structure of 
assets and liabilities. Its goal is to limit ovcr-reliance on short-term wholesale funding 
during times of buoyant market liquidity and encourage better assessment of liquidity risk 
across all on- and off-balance sheet items. 

Although the goal of setting common minimum liquidity standards is laudable - 
sound liquidity management is fundamental to the safety and soundness of all banks - the 
proposed new standards and required ratios have so far produced counterintuitive results 
in testing and clearly need to be recalibrated. For this reason, the Basel Committee has 
elected to phase in these standards over lime to allow for further calibration and more 
robust testing. The OCC supports the cautious and deliberative approach that the Basel 
Committee is taking in implementing these important standards. It is fair to say that the 
tougher standards have already had a favorable impact on liquidity management practices 
at most banks as liquidity across most all measures within the banking system is at 
historically high levels. 
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We are concerned, however, that overly conservative stress calibrations could 
lead to changes in funds management practices that are detrimental to sound banking 
practices and that unduly restrict banks’ balance sheet capacity for lending activities. To 
address some of these concerns, there is a joint interagency effort underway to assess the 
economic impact of Basel liquidity requirements on the industry’s capacity to lend. The 
validity of various assumptions about deposit arrangements between banks, relationships 
with government sponsored entities, and the offering of liquidity and credit facilities are 
examples of some of the critical factors that are being assessed. We support this analysis 
which is timely and prudent in light of concerns regarding potentially adverse impacts on 
a relatively weak economic recovery. 

Again, vve are akso mindful of the interaction among various provisions of the 
Dodd-Frank Act. For example, we have to ensure that enhanced capital and liquidity 
requirements do not interact in such a way that banks arc ineented to invest solely in low- 
risk, highly liquid, sovereign debt instruments at the expense of making other loans to 
businesses and consumers that support economic growth. Likewise, the margin 
requirements associated with the newly proposed derivatives regulations, established 
under Title VIII of (he Dodd-Frank Act, have (he potential to effectively decrease 
liquidity at the same time we are considering a new regime designed to increase the 
liquidity requirements imposed on our banks. 

111. Conclusion 

In the post-crisis environment, as the financial system works toward full recovery, 
there are strong reasons for the largest financial firms to hold additional capital and 
enhanced liquidity. We fully support raising the bar for these firms. 
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In addition to heightened capital and liquidity requirements. Congress and the 
banking regulators have responded to the financial crisis by introducing other equally 
significant reforms, including frequent mandatory stress tests, enhanced resolution 
authority, limits on leverage, concentration limits, margin requirements on derivatives, 
and restrictions on high-risk activities (including restrictions on proprietary trading, such 
as making investments in hedge funds). 

While we are working to more fully assess the potential impact of the new capital 
and liquidity standards, it is difficult to gauge how all of the Dodd-Frank Act and Basel 
III reforms, acting in concert, wall affect the financial system. As we consider further 
increases to minimum capital and liquidity requirements, we need to consider all of the 
various refonns being introduced to increase the ability of the financial system to absorb 
losses and to reduce the probability and potential impact of the failure of large 
institutions. Failure to consider and balance the combined impact of all of the changes 
will have real consequences to the extent that constraints on liquidity translate into 
constraints on bank lending and the availability of credit within the economy. 
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Testimony of Barry Zubrow 
Chief Risk Officer, JPMorgan Chase & Co. 

Hearing before the House Financial Services Committee 
June 16,2011 

Chairman Bachus, Ranking Member Frank, Members of the Committee, thank you for the 
opportunity to testify before you today on the international context for regulatory reform. My 
name is Baixy Zubrow, ;ind I have been the Chief Risk Officer of JPMorgan Chase since 2007. 

Introduction 


Let me begin by describing the current competitive landscape. It is not one of American 
dominance, as some may believe, but rather considerable competitive challenges. None of the 
world’s five largest banks is a U.S. bank. U.S. banks represent 24 percent of the market share of 
the 50 largest global banks, down from over 50 percent only eight years ago; Chinese hanks now 
hold 22 percent. These trends are likely to continue as emerging markets continue to expand. 

History teaches that a vibrant economy requires a vibrant financial sector. There is simply no 
way to sustain economic growth without a strong financial sector providing loans, debt and 
equity financing, and risk management services to growing companies, and useful and innovative 
services to consumers. I'or over a century, the U.S. economy has benefited from having the most 
sophisticated and innovative finance system in the world. 

The growth of the largest U.S. banks, like JPMorgan Chase, has mirrored the growth in U.S, 
coiporations and the globalization of business and financial markets, A corporate treasurer for a 
Fortune 500 U.S. company relies on global banks like JPMorgan Chase to raise billions of 
dollars of debt or equity on short notice, and to raise that debt and equity in whatever capital 
market and currency in the world is currently offering the most advantageous terms; to offer a 
wide range of derivatives products to manage the coinpany's currency, interest rate and other 
risks; to manage the company’s pension plan; and to the extent that company intends to expand 
into an emerging market, to be there waiting, ready to provide treasury and custody services, 
trade finance and a host ofother services. By the same token, a foreign company looking to 
establish operations (and jobs) in the United States will retain JPMorgan Chase to fund and 
manage that expansion. And it is worth noting that Chase also is the largest Small Business 
Administration lender in the Llnited States. 

Those of us who regularly meet with corporate managers take this connection for granted, but I 
fear that this connection is not widely appreciated. If large U.S, banks are hobbled by 
uneconomic capital levels or risk restrictions, a U.S. company is not going to turn to smaller U.S. 
banks to underwrite a €1 billion debt offering paired with a euro/dollar swap, or to lend it $200 
million, or to provide custody services for a new overseas subsidiary; rather, it is going to turn to 
our foreign bank competitors. 

Certainly, the financial crisis exposed serious flaws in the U.S. regulatory system, particularly 
the dangers of unchecked leverage and regulatory arbitrage. Most of the refomis imposed in the 
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wake of the recent financial crisis - by market participants, accounting authorities, supervisors, 
regulators and the Congress wall improve the soundness of our system while allowing U.S. 
lirms to remain competitive. Most importantly, leverage has been reduced by applying bank 
holding company capital standards broadly across firms, and originators of mortgage and other 
products now cannot escape regulation by changing their legal structure or charter. We at 
■IPMorgan Chase and others in the financial services industry have been supportive of these 
measures. Indeed, we worry that the lack of controversy around these important measures has 
left them underappreciated. 

That said, the regulatory pendulum clearly has now begun to swing to a point that risks hobbling 
our financial system and our economic growth. We believe that U.S. policymakers should focus 
on: 


• how much the regulations they have proposed collectively reduce risk taking by financial 
firms; 

• how this collective impact is likely to result in reduced U.S. economic and job growth, 
because funding business growth requires someone to take a financial risk; 

• how many of these regulations are being rejected or defetred by other countries, providing 
their banks at least a temporary competitive advantage in the marketplace, and in many cases 
a permanent one. 

I will focus today on the two most stark cases - a capital surcharge on U.S, banks and 
extraterritorial application of margin requirements - where regulation currently risks doing more 
harm than good, and putting U.S. firms at a distinct and unnecessary competitive disadvantage 
globally, Regulators have different levers to reduce the risk of a bank’s failure, particularly a 
large bank’s failure: high capital to protect against unexpected losses; liquidity to allow 
continued operation under .stress; regulation to discourage risk taking; supervision to discourage 
risk taking; recovery and resolution regimes that allow banks to fail without causing systemic 
crises or imposing costs on taxpayers. U.S. regulators have dramatically increased scrutiny on 
all these fronts, but now are con.sidering a capital surcharge above Basel III levels that does not 
adequately account for the changes that have been made, and proposed margin requirements for 
derivatives transactions that risk doing extraordinary and unnecessary damage to the ability of 
U.S. firms to serve their clients. 

Before turning to those two issues, I will review the current slate of regulation, and its 
competitive impact on U.S. banks. 

The Regulatory Landscanc Post Dodd-Frank Act 

It is critical not to underestimate the collective impact of Uodd-Frank and numerous other 
regulatory and supervisory initiatives designed to reduce risk at U.S. financial finus, and ensure 
that failed firms can be resolved without creating systemic risk or imposing loss on taxpayers. 

Diminishing the Risk of Financial Institution s 
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Numerous regulatory initiatives are making IJ.S. financial institutions less risky, both by limiting 
the risk of the activities they undertake, and by dramatically increasing the amount of capital and 
liquidity firms must hold. 

A Quick Inventory of Risk Reduction 

Let me brielly highlight the host of recent initiatives designed to reduce risks taking by U.S. 
financial finns. 

• All large U.S. financial institutions are now subject to Federal Reserve supervision and 
capital requirements. 

• Off-balance-sheet activity has been reduced dramatically by heightened risk management 
practices, a FASB requirement that such structured products be consolidated on the firm’s 
balance sheet, and dramatically higher capital and liquidity requirements for such 
obligations. Dodd-Frank’s credit risk retention requirements for asset-backed securitizations 
are designed to improve the quality of the underwriting of the assets underlying such 
securities, and the SF.C’s Regulation AB overhaul will require a new and robust disclosure 
regime (including loan-level data) at issuance and on an ongoing basis. 

• All large participants in derivatives markets -- be they dealers or participants - are subject to 
supervision, reporting and margin requirements. 

• Most derivatives trades will be centrally cleared, eliminating counterparty risk w'ith other 
firms, and some will be exchange traded. The systemic impact of the failure of a derivatives 
dealer will thereby be reduced, provided that clearing houses are properly capitalized and 
managed. 

• Originators of mortgages and other consumer products are now all subject to the same rules, 
and to federal supervision, 

• Banks are prohibited from engaging in proprietary trading. 

Thus, as a result of these post- financial crisis changes, Lehman Brothers w'ould have been 
subject to the same Federal Reserve capital and prudential supervision as .TPMorgan Chase, 
including extremely high capital charges for collateralized debt obligations (CDOs) and other 
exotic securities. AIG would have been required to register as a major swap participant, report 
on its positions, and subject itself to federal supervision. Countrywide and Washington Mutual 
would have been subject to the same mortgage underwriting standards as national banks, and 
would have been either significantly limiled in making subprime loans or required to retain the 
risk of those mortgages. And the Financial Slability Oversight Council (FSOC) and the Office of 
Financial Research would have been gathering data on concentration risk and counterparty 
exposure, and empowered to act on their findings. TTiese are very important changes. 


Capital 
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Nowhere has change been more profound than with respect to capital. In addition to expanding 
the application of such requirements to all large financial institutions, U.S. regulators have 
agreed with other supervisors, through the Basel Committee on Banking Supervision's Basel Til 
process, to a dramatic increase in regulatory capital requirements. I wish to be clear that 
JPMorgan Chase strongly supports the Basel III capital requirements, and believes that they will 
bring additional stability to the financial system without causing adverse consequences that 
outweigh these benefits. As I will discuss in a moment, it is a potential surcharge on Globally 
Systemically Important Financial Institutions (G-SIFls) that is a bridge too far, and creates costs 
that risk exceeding the diminishing benefits of higher capital requirements above Basel 111 
mininiums. 

As a frame of reference for how stringent capital standards are at this point, our analysis shows 
that at the Basel 111 7 percent minimum, the nine likely U.S. G-SIFl banks, in aggregate, could 
absorb an instantaneous loss equal to two years of their average losses during the financial crisis 
~ $203 billion - and still maintain a 5 percent Tier 1 Common capita! ratio.' (The two-year time 
frame and 5 percent ratio were the standards required by the Federal Reserve under CCAR. The 
average tw'o years of losses include losses both for the nine banks and the institutions they 
acquired during the crisis.) 

As another frame of reference for current capital levels, consider that JPMorgan Chase entered 
the financial crisis with a ratio of tier 1 common equity to risk-weighted assets of 7 percent under 
the applicable capital rules (Basel I). (In other words, wc held $7 in common stock or 
instruments of similar quality for every $ 1 00 of loans or other assets we had at risk.) Starting at 
that level, we were able to weather the financial crisis, and to acquire both Bear Stearns and 
Washington Mutual, and the chairman of Congress’s Financial Crisis Inquiry Commission has 
stated that JPMorgan Chase would have survived the crisis without assistance. So, if the 
question is, “1-iow much capital is necessary to w'eather the worst financial crisis in U.S. 
history?" the answer should be "about what JPMorgan Chase held,” 

With this in mind, note that the Basel III rules effectively would require JPMorgan Cha.se to hold 
approximately 45 percent mure capHal than it did during the crisis, rhis is because the new 7 
percent tier t common equity minimum standard under Ba.sel 111 corresponds to more than 10 
percent under its Basel I piedecessor requirement in effect in 2007, particularly for banks having 
meaningful counterparty exposures and that are engaged in trading activity. This includes, 
through an interim measure called Basel II.5 that focuses on market risk - a 100 percent capital 
charge against high-risk securitization structures, including certain high risk CDOs, which 
contributed to losses in the recent crisis. It also includes a narrowing of the definition of what 
instruments count as capital, which we strongly support. 

Liquidity 

In addition to dramatically increasing capital requirements, Basel III also establishes an entirely 
new regime for liquidity requirements. There is no doubt that this was an important and 


These nine are C, JPM, BAG, WFC, GS, MS, BK, STT and USB. Acquired companies whose 
losses are included are Bear Stearns, Wachovia, Countrywide and Washington Mutual. 
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necessary step, and will reduce systemic risk and increase safety and soundness once 
implemented. We do have serious concerns about some aspects of the liquidity coverage ratio 
and other initiatives, but these arc beyond the scope of my testimony today. 

Supervision 

While regulatory changes are the part of oversight that the public sees, supervision by examiners 
occurs under the waterline but is every bit as significant. It is worth remembering that one 
reason national banks generally avoided subprime lending ~ and one reason unregulated entities 
were able to occupy that field - was pressure from the OCC to exit this business. 

At any given time, we at .IPMorgan Chase have 75-135 on-site, full-time examiners from the 
OCC, Federal Reserve and FDIC; the U.K. FSA and other regulators have still more examiners 
overseeing our overseas operations. We underwent 218 examinations in 2010, and will see more 
this year. It is difficult to overstate the increase in supervisory oversight for large financial firms. 

Ensuring Resolution and Thereby Ending Too Big to Fail 


.Tust as the examples above demonstrate that critical steps have been taken to reduce the 
likelihood of a large bank failure, other measures have been taken in the United Stales to lessen 
the impact on the financial system should a failure occur. 

• The largest firms must draft recovery and resolution plans (also known as a “living will'’), 
detailing the actions it would take to survive a crisis and its plan for liquidation, sale or 
recapitalization in an insolvency scenario. Supervisors oversee this process. 

• Under Dodd-Frank, eacli large firm also must submit a recovery and resolution plan under 
the Bankruptcy Code. 

• Under Dodd-Frank, in the event resolution under the Bankruptcy Code proves unworkable, 
the FDIC can be granted authority to resolve a financial services holding company in much 
the same way it has resolved banks. 

• In the event it becomes receiver for a financial company, the FDIC is permitted to provide 
liquidity support to enable an orderly liquidation or recapitalization, with any losses borne by 
surviving companies. 


The United States is ahead of the re.st of the world: the FDlC’s new authorities are already in 
place, while most countries have no plans for orderly resolution, and some have effectively 
acknowledged that their banks would be bailed out at taxpayer expen.se should a crisis occur. 
The United States is doing the hard work to make orderly resolution of large financial 
institutions a viable option, and .IPMorgan Chase and other banks are devoting extraordinary 
resources to this unheralded project. 
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The European Union is debating a legal framework for resolution that is similar in approach to 
the U.K. Banking Act of 2009 and, if adopted and implemented, would be a useful step forward. 
Even then, however, such plans would be unproven and run against recent history. In contrast, 
the United States during the financial crisis allowed one of its largest depository institutions, 
Washington Mutual, and largest broker dealers, Lehman, to fail, with Washington Mutual being 
resolved through the FDIC process that has now been extended to non-banks. Hundreds of 
smaller banks have been closed by the FDIC. U.S. policymakers need to understand how unique 
this history is: most nations around the world have never allowed a bank of any size to fail in 
modern times. 


This point is important because a country expecting to bail out its largest banks in the event of 
crisis might rationally insist on higher capital levels ex ante than one committed to orderly 
resolution at no expense to the taxpayer. The same might be true for a country still establishing 
its resolution framework or unsure of its practicality. U.S. banks should not suffer the worst of 
both worlds: preparing at extraordinary expen.se and dislocation for an orderly resolution, and 
suffering a capital charged premised on all recovery and resolution planning having been for 
nothi ng. 


Further Insulation for Taxpayers 

Aside from decreasing the risk of trouble at large financial institutions, Dodd-Frank also reduces 
the risk that a large institution’s failure would impose costs on taxpayers. Under Dodd-Frank, if 
the FDIC suffers losses on liquidity support to a large financial institution in the course of 
resolution, other large firms must pay for those losses. It is worth noting that the Deposit 
Insurance Fund (DIF) and its predecessor, the Bank Insurance Fund, have never imposed a loss 
on taxpayers. JPMorgan Chase alone has paid approximately $3.5 billion in special assessments 
and prefunding of future assessments in order to recapitalize the DIF. Under the FDlC’s new 
assessment scheme, JPMorgan Chase pays approximately $1.3 billion in deposit insurance 
premiums that cannot be justified based on the risks we pose to the deposit insurance llind, and 
are effectively used to pay for small bank failures. 

The Limits of Reitulation 

All of these new requirements will substantially increase the safety and soundness of large U.S. 
financial institutions and decrease the risk of their causing systemic risk or economic harm. That 
said, no amount of regulation, or even overrcgulation, can guarantee that there will never be 
another financial crisis. So long as a financial system requires one group of people to lend 
money to another group of people for short periods of time - and any useful financial system 
must - there will always be the possibility of panic, and there will always be the need for the 
government as lender of last resort to provide liquidity to solvent institutions suffering a short- 
term liquidity crisis. This is why the Federal Reserve’s discount window has existed since 1913. 
As well capitalized as JPMorgan Chase was during the financial crisis, we benefited from the 
liquidity programs provided by the Federal Reserve when short-term funding became 
unavailable to any firm at any price, regardless of credit quality. 
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Thus, at some point regulatory changes reach the limits of their utility, and the costs they 
collectively impose in terms of economic activity and growth and competitive hanrt outweigh 
diminishing marginal benefits. We have reached that point in U.S. regulatory refonn. 

The Shape of the Regulatory Playing Field Thus Far 

As we near the one-year anniversary of the Dodd-Frank Act, European Union and individual 
countries in the EU are considering over a hundred different legislative initiatives, including a 
European Commission proposed European Market Infrastructure Regulation (EMIR) and a 
revision to the Markets in Financial In.struments Directive (MiFlD). At this point, the European 
proposals are very complex and different from the U.S. approach in many areas, and their final 
form is very difficult to predict. We know enough, however, to be concerned that the regulatory 
landscape that emerges from the European political process may differ from that in the United 
States. Put another way. U.S, policymakers should not assume that a level playing-field will 
emerge from whatever European or Asian regulatory initiatives eventually take shape. The new 
regulatory environment has the potential to hasten rather than reverse the long-term competitive 
decline of the U.S. financial services sector, vis-a-vis our inlcmational competitors. For 
example: 

• The Voicker rule has been rejected by every country to have considered it, and is not the law 
in any other country in the world in any form. 

• U.S, banks are subject to among the highest level of supervisory scrutiny in the world, 
particularly when one recognizes that we arc subject to supervision by multiple regulators 
(for example, Federal Reserve, OCC, FDIC, Cl-PB, SEC, CFTC, FTC, and state attorneys 
general and securities regulators) whereas most foreign financial institutions have only one or 
two. 

• At this point, U.S. regulators have proposed draconian margin requirements, and proposed to 
apply them to U.S. firms operating abroad, which would effectively end their overseas 
business. We are hopeful that these proposals will be rationalized, but at this stage, the U.S. 
approach is an outlier compared to the rest of the world, 

• Similarly, the European Commission appears to have decided to permit derivative trades 
within a banking group without the posting of margin, w'hich wc believe is appropriate, but 
only for transactions within a Member State of the European Union. Asian regulators have 
no plans for similar restrictions. The corresponding U.S. provisions require affiliates to post 
margin to one another, and would needlessly put U.S, financial services companies at a 
significant disadvantage. 

• U.S. regulators subject U.S. institutions to stress tests of their capital that are, by all accounts, 
the most stringent of any country in the world. 

• While U.S. securitization markets remain moribund and risk concentrates in Fannie Mao and 
Freddie Mac, fiiiropean banks continue to fund their mortgage market through a multi-trillion 
dollar covered bond program that proved resilient through the crisis. (Fortunately, this 
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Committee has passed at a subcommittee level a bipartisan bill sponsored by Representatives 
Garrett and Maloney that would remove legal obstacles to establishing a similar market here 
in the United States.) 

• With respect to capital, it is fair to note tliat European supervisors implemented Basel 11 in 
2008, whereas U.S. regulators are still in the process of implementation. We believe, 
however, that the delay by U.S. regulators reflects a desire to ensure that the models 
necessary to implement it - the same models that will be necessary for Basel III - fully 
reflect risk. As I discuss below, there is evidence that implementation around the world has 
not always been consistent. In any event, the stress testing under Federal Reserve’s recent 
Supervisory Capital Assessment Program (SCAP) and Comprehensive Capital Analysis and 
Review (CCAR), which required banks to demonstrate how they wall meet Basel 01 
standards, clearly represents an extraordinarily rigorous capital standard, and can fairly be 
seen as having leapfrogged Basel II to impose the toughest current capital standard in the 
world. 

• Asa general matter, Asian regulators appear to be waiting to see the judgments of both the 
United States and Europe before deciding whether and how to increase regulation. 

Given this background, I would now like lo discuss two areas that pose the greatest danger to 
U.S. competitivene.ss. and U.S. economic and job growth. 

The Proposed Imposition of a Capital Surcharge on Large Financial ln.stitutions 

Let me first turn to proposals for imposing a capital “surcharge" on certain large banks - so- 
called global systemically important financial inslitution.s, or G-SIFIs- including our own. For 
comparison, please note that the Basel III capital requirements were the product of a process that 
was transparent, thoughtful deliberate and professional. A series of proposals were made public, 
their quantitative impact studied, and the proposals refined; this was done by experts in their 
fields. By contrast, the process for producing the G-SIFI surcharge does not at this point appear 
to share these attributes. The Dodd-Frank Act directed U.S. regulators to impose a capital charge 
on large banks, but only after notice and comment rulemaking, which has not occtUTed. 
Furthermore, there is no indication that Congress expected such a charge to be as large as some 
suggest some supervisors are considering, in the range of 100-300 basis points on top of Basel 111 
minimums. 

Too Much 

Leaving aside procedural issues, there are several reasons to question the substance of such a 
charge: 

• As described above, the 7 percent minimum already set by Basel III would effectively 
require JPMorgan Chase to hold 45 percent more capital than it took to weather the crisis. In 
the context of all the other changes being made, it is difficult to understand how one could 
justify a surcharge for U.S, banks in addition to this Basel HI requirement. 
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• The results of the stress tests included in the Federal Reserve's recent CCAR process 
demonstrated that leading U.S. banks are appropriately capitalized under highly adverse 
stress scenarios. The results of the CCAR are particularly significant given their 
methodology, which included a replay of the financial crisis and recession over a two-year 
stress period. 

• Basel 111 miniimims were designed to apply only to large, internationally active banks, 
including Ci-SlFIs. And, as 1 have noted, the market risk charges of Basel 11.5 - an increase 
in capital requirements of approximately 400 percent for many positions - apply primarily to 
large, internationally active trading banks - that is, G-SlFls. 

• Requiring capital at a level significantly above Basel 111 requirements w ill diminish investor 
appetite for large bank equity, which will require large banks to abandon more capital- 
intensive businesses, increase prices to earn a sufficient return on equity, or push banks to 
reduce the size of their balance sheets. Any of these options will have impacts on the U.S. 
economy. 

Commentators have argued that the delay of any surcharge until 2019 will mitigate adverse 
affects. We believe the truth is exactly the opposite. The market and banks wall immediately 
gravitate to the new standards, at exactly the same time the financial system is adjusting to all 
the other regulatory impacts, further exacerbating pressure on the fragile economic recovery. 
Over the past few weeks, we have observed significant volatility on rumors of relatively 
larger or smaller surcharges. 

Too Inconsistent 

While current capital rules are consistent as written, there are .strong reasons to believe that U.S. 
regulators are applying them far more strictly than other supervisors. The risk weighting of an 
asset has a direct effect on its capital requirement; an asset with a 1 00 percent risk weight 
requires twice as much capital as a less risky asset with a 50 percent risk weight. Whereas 
measuring a bank’s qualifying capital is an objective and relatively simply process, determining 
the appropriate risk weight for a given asset is a complicated and increasingly subjective process, 
heavily reliant on modeling. One can gain a sense for how conservatively or liberally a bank is 
applying its models by comparing its risk-w'eighted assets to its total assets, as reported in 
financial statements (which is an objective number). Doing .so, w'e observe large differences 
between U.S, and foreign firms. 
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Of course, it: is theoretically possible that U.S. firms simply hold more risky assets than their 
foreign competitors. But this seems unlikely given that we compete in the same markets and 
tend to hold similar assets, and in some cases opposite sides of the same trade. The more 
plausible explanation is that our competitors apply a more favorable risk weighting. This means, 
though, that the effective capital rate for a large U.S. bank already is considerably higher than its 
foreign competitors. 

The Basel Committee has recognized the need for peer review to ensure tliat its standards are 
implemented consistently, and U.S. regulators have stressed the importance of including risk- 
weighted asset calculations in any such review. It is premature, however, to impose a surcharge 
on U.S, banks that could substantially exacerbate an existing competitive disparity; U.S. 
regulators should withhold judgment on any surcharge until they are convinced that the playing 
field is level. 


Too Different 

Even leaving aside implementation of Basel 111, it is striking how differently the United Stales 
has responded to the financial crisis from almost all other major countries. As 1 have outlined, 
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every other country has rejceted the Volcker rule; almost every country has failed to adopt plans 
for orderly resolution of SIFIs; no country has yet to propose margin requirements, and none is 
likely to adopt a scheme like the one here. No other country has both the present intent and long 
history of sundving banks covering the losses of failed banks; many have neither. Other national 
differences provide additional legitimate reasons why one country might impose a capital 
surcharge while another might refrain. As Secretary Geithner recently noted, the three largest 
U.S. banks account for 32 percent of total banking assets in the United States, in comparison to 
46 percent for the three largest in .lapan, 58 percent in Canada, 63 percent in the UK, 63 percent 
in France, 70 percent in Germany, 71 percent in Italy, and 76 percent in Switzerland. 

Higher capital requirements may be more necessary in countries where the size of the banking 
sector rivals (or exceeds) the size of the economy, and thus where banks are “too big to save.” 
For example, Switzerland, which has chosen to implement minimum capital requirements above 
Basel 111 levels, has a much higher concentration in its banking system than the United States; 
the same is true for the United Kingdom, which has advocated a high G-SIFl charge. (That said, 
it is worth noting that the ratio of risk weighted assets to total assets for Swiss banks is among 
the lowest of those measured, so a higher ratio tends to correct for that imbalance.) There are 
also serious concerns in the United Kingdom regarding oligopolistic pricing, and that the 
removal of a competitor would leave consumers without meaningful choices and with higher, 
oligopolistic prices, which is not the case here, (The U.K. government has established an 
Independent Banking Commission to consider issues of competition and stability.) 

U.S. deposits are much less concentrated compared to most other countries, at least in part 
because of a federal law prohibiting any bank from making an acquisition that would leave it 
with more than 10 percent of U.S. insured deposits. 

Hcrfindahl-Hirschman Index (HUI) of Domestic Deposits 
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Thus, even if U.S, regulators could ensure that the same capital standards would be adopted and 
applied consistently across the world, there are powerful, entirely legitimate reasons why the 
United States could and should decide to impose little or no surcharge on large banks. 

Counterpoint 

Let me now discuss some of the rationales we have heard offered for a G-SIFI surcharge. 

Argument I: Dodd-Frank and our existing regulatory regime focus only on firm-specific risks 
hut not on the greater systemic risks posed by G-SlFIs. and a new surcharge is required for the 
marginally greater systemic impact of a G-SIFI failure. 

We believe that this argument (1) seriously understates the impact of existing regulation and the 
Dodd-Frank Act's reforms; (2) draws the wrong lessons from the financial crisis; and (.3) relies 
on unproven academic theories in claiming that an appropriate G-SIFI surcharge can be 
determined based on societal impact. 

First, as described, an extraordinary amount of existing and ongoing financial regulation is 
designed to reduce the systemic risk of large financial institutions, particularly their wholesale 
operations, where there is the greatest chance of interconnectedness and therefore systemic risk. 
Central clearing of derivatives reduces systemic risk. Margin reciuirements reduce systemic risk, 
Reporting and supervision of positions reduce systemic risk. Subjecting all dealers regardless of 
charter to the same capital requirements reduces systemic risk. Basel 11.5, which dramatically 
increases - often by 400 percent or more - the capital charge on trading positions held by large 
banks, decreases systemic risk, because it is in these positions that systemic risk resides. Basel 
III applies some of its highest capital charges for interbank trades, not because the firm specific 
risk is high but because their systemic risk is high. A new resolution procedure created 
especially for systemically important institutions, and modeled on proven methods for resolving 
large banks, reduces systemic risk, fhe creation of an FSOC specifically charged with 
identifying risks to financial stability should reduce systemic risk. 

Certainly, no U.S. regulators objected to the Dodd-Frank Act on the grounds that it was not 
addressed to reducing systemic risk, and was myopically and inappropriately focused only on 
firm-specific risk. To the contrary. Congress was told, correctly, we believe, that Dodd-Frank 
would substantially reduce systemic risk. 

Second, the worst moments of the financial crisis arose from a liquidity crisis. As in past crises, 
capital proved to be a poor and lagging predictor of failure; rather, firms that held long-term 
assets and short-term liabilities without a stable source of emergency liquidity were most likely 
to fail. While the TARP injection of preferred stock in the largest banks was an important step, 
the liquidity facilities and guarantees put in place to stem runs on money market funds and a 
complete breakdown in the commercial paper market were of at least equal importance. Higher 
capital levels alone would not have been an answer to this problem. 

Third, attempting to quantify the impact of a firm's failure on the financial system as a whole is 
at this point neither art nor science. We understand that some academic papers attempting this 
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estimate have been published, generally by their own acknowledgement neither in final form nor 
peer reviewed, all extraordinarily hypothetical, and none grounded in a post-Dodd-Frank 
regulatory framework. 

Argument 2: Recent academic papers assert that, under corporate finance theory, capita! 
requirements can he increased ad infinitum without affecting demand for bank equity because 
investors will be indifferent to a loss of return in exchange for reduced risk. In other words, 
having regulators rather than investors determine the appropriate amount of capital required for 
one type of company (banks) and having regulators make that determination based on factors 
different from those investors would consider — will make no difference in investor appetite. 

Recent, actual, investor sentiment is quite contrary to this theory. Investors uniformly report that 
one of the greatest depressants on banks stocks currently is uncertainty about future capital 
requirements, and the G-SIFl surcharge in particular - the same capital requirements and 
surcharge that academic theory told us should be a matter of indifference to these investors. 
Equity analysts recently have downgraded large U.S. banks stocks based in part on potential 
higher capital requirements - while theory says they should be indifferent to increased capital 
requirements. 

Argument 3: it is good to impose handicaps on large banks because .small hanks can meet the 
same needs for funding without imposing .systemic risk. 

It is worth noting what a radical change to banking supervision this argument implies. It would 
dictate that a loan to a given company should carry a different capital charge depending solely on 
who makes the loan. In short, it uses capital requirements - which have always been linked to 
safety and soundness in general and the risk of loss in particular - as instead a mechanism for 
imposing competitive change. We believe this would be an extraordinarily unwise step to take, 
and would represent a potential politicization ofbanking supervision that should greatly concern 
policymakers. 

Furthermore, as noted at the outset, it is highly unlikely that small banks would replicate large 
bank functions for U.S. companies. Our commercial business with medium- and large-size 
companies - providing credit and liquidity - will flow to foreign banks who already serve such 
customers in the United States. Even to serve smaller companies, small banks would need to 
raise substantial amounts of equity to replicate large bank lending at a similar price. 

Argument 4: SIFIs are the product of artificial growth due to a funding advantage, and 
therefore higher caqhtal charges will simply offset this subsidy and return them to their 
“normal” economic size. 

As previously noted, large global banks (U.S. and foreign) reflect a global economy where 
corporations require cross-border funding options, and the ability to raise significant amounts of 
funding very quickly. 

The notion that large banks have a material funding advantage over small banks appears to be 
incorrect. Academic studies tend to attribute any funding advantage in debt markets to a belief 
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by debt holders that they will be bailed out in the event of default. However, these studies have 
not been updated to reflect recent changes to law and in any event failed to consider adequately 
whether larger firms’ debt trades better because of liquidity or other factors. 

Even leaving aside that question, however, the fact is that most small and mid-sized banks rely 
for their funding primarily on low-cost government guaranteed or government sponsored funds. 
As the chart below shows, using 2010 data, the average cost of funding for large banks is 
therefore higher than for small- or medium-sized banks. The reason is funding mix: large banks 
(over $500 billion in assets) derive only 22 percent of their funding from insured deposits and 
Federal Home Loan Bank advances; the equivalent number is 47 percent for banks between $100 
and $500 billion; 53 percent for banks between $50 and $100 billion; 58 percent for banks 
between $10 and 50 billion; and 65 percent for banks below $10 billion. 


Small banks are ~2.5x more reliant than the largest banks on 
government-insured and government-sponsored funding sources 
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Derivatives Regulation 

The Dodd-Frank Act takes numerous actions to reduce the systemic risks posed by derivatives. 
Many of those actions - position reporting, some margin requirements - are a prudent response 
to the financial crisis. There are two areas, however, where we have significant concerns. 
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Push Out 


Under section 716 of Dodd-Frank, U.S. banks must push out credit, equity, and commodity 
derivatives into separately capitalized subsidiaries. 

Most rules imposed by Dodd-Frank involve difficult trade offs — for example, between reduction 
of risk and preservation of market liquidity, between safety and soundness and credit availability. 
The push-out rule of section 716, however, decreases market liquidity, impairs safety and 
soundness; increases systemic risk; and makes large banks more difficult to resolve. The only 
justification offered for it has been to deprive banks of a marginally better cost of funding at the 
bank level than they could obtain in a holding company affiliate. Not surprisingly, this 
requirement has not been adopted by any other country in the world, and has been publicly 
opposed by Chairman Bernanke, Acting Comptroller Walsh, and FDIC Chairman Bair, among 
numerous others. 

The implications of this requirement are profound; 

• Operational risks increase, as positions must be managed in multiple units. 

• Costs to customers increase. 

• Risk management will be more difficult, because the requirement to book transactions in 
multiple legal entities will result in either a proliferation of trading books or numerous 
intercompany transactions to reconsolidate risk into a single entity. 

• Because customers prefer to face a bank as counteiparty, our foreign bank competitors, not 
subject to such a requirement, will receive a competitive advantage. 

Also under section 716, affiliates within a bank holding company will be required to post margin 
to each other. We believe this provision will impair rather than assist safety and soundness, and 
is unwise. The European Union is so concerned about such an approach that h is actively 
considering a specific exemption from EMIR, to avoid the need for margining in intra-group 
transactions, at least where individual jurisdictions arc concerned. 

Congress should repeal or significantly amend section 716. 

Margin Requirements 

Margin is a means of reducing counterparty risk in derivatives transactions. Depending on the 
type of counterparty, its financial strength and a firm's credit policies, a counterparty might be 
required to post initial or variation margin. 'Variation margin is collateral that a party posts to 
cover credit exposure arising from market movements - that is, to the extent the trade moves 
against one party and the other party wants to secure its exposure. Initial margin is collateral 
posted at the outset of a transaction as protection against potential future market movements. 

While market practice has grown more conservative in the wake of the financial crisis, the 
margin rules proposed by the banking agencies are far more stringent. The banking agencies 
have recently proposed margin regulations for swaps that are not cleared. These regulations 
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were issued pursuant to section 731 of Dodd Frank, which directs lire agencies to issue rules that 
are “appropriate for the risk associated with the non cleared swaps The draft regulations 

that have been issued will have two consequences; first, as applied (uniformly) in the U.S. 
market, overly stringent margin requirements will make it more difficult for our clients to 
manage risk by increasing the cost and risk ofdoing so; second, if applied overseas, and if 
foreign banks are able to continue adhering to current market practice, the proposed margin rules 
will quite simply put us out of business overseas. 

The draft rules impose a highly prescriptive margining regime to uncleared swaps between swap 
dealers and virtually all financial end users, which require all financial end users to post initial 
margin and variation margin with zero thresholds. By imposing the same requirement on all 
financial end users, the draft rules ignore the mandate of Section 731 that the margining regime 
be risk based. There arc significant differences in credit quality between various classes of 
financial end users, ranging from hedge funds at one end of the spectrum (most hedge funds 
already post variation margin and initial margin under current market practice) to sovereigns and 
supranationals at the other; many entities do not currently post margin under current market 
practice due to their financial strength. Imposing a “one size fits all" margining regime on all 
financial end users violates the intent of the statute and will impose significant and unnecessary 
burdens on many financial end users that will inhibit their ability to manage risk. 

The draft rules also impose a margining regime on non-financial end users, despite the absence 
of any evidence that swaps with non-financial end users create systemic risk or contributed in 
any way to the financial crisis. Congress acknowledged this when it provided for a broad 
exemption from the clearing requirement for non-financial end users using swaps to hedge 
commercial risk. By requiring all non financial end users to negotiate credit support 
arrangements with their swap dealers, (he draft rules raise the specter of margin requirements 
applying to the hedging activities of thousands of Main Street American companies. This has the 
potential to divert scarce capital from the balance sheets of these companies, inhibit job creation 
and impact their international competitiveness. These are all results tliat the Congress was clear 
to avoid when it exempted swaps with non-financial end users from the clearing requirements of 
Dodd Frank; we do not believe it intended to allow the same outcome through margin 
requirements. 

As noted above, the draft rules also provide for uniform extrateijilorial application of the margin 
rules on uncleared swaps, despite the clear statement in Title VII that extraterritorial application 
of the statute should be permitted only in unusual circumstances. The potential impact of 
extraterritorial application of U.S, margin rules cannot be overstated, given that adoption of 
similar rules is at least 1 8 months away in Europe, with no assurance that the eventual rules will 
be equally stringent. Thus, for at lea.st the foreseeable future, if a French pension fund, a Dutch 
company, or an Asian sovereign w'ealth fund wishes to enter in a derivatives transaction, 
European or Asian banks will not require them to post margin; if Dodd-Frank is read to require 
U.S. banks to do so, we will simply lose this business. Furthermore, since most companies 
seeking debt underwriting require a derivative as part of their funding plan - for example, a 
German firm may wish to issue debt in dollars and swap to euros - ■ we would be unable to 
compete in those markets as well. Ilie competitive impact of applying the margin rules to our 
swap activities overseas is exacerbated by very prescriptive and restrictive rules governing what 
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types of margin are eligible under the proposed regime. By restricting eligible margin to U.S. 
dollar cash, Treasuries and Agencies, the proposed rules will put U.S. banks in the position of 
demanding margin from our overseas clients when our competitors do not; in addition we are not 
permitted to accept margin in the form of, for example, Euro Cash and G7 Sovereign Debt, 
which are common forms of permitted collateral in European markets. The effect of this will be 
to kill our overseas swaps activities; even if Europe and other regulators were to subsequently 
adopt similar rules, it would be too late. 

Congress could have passed a law prohibiting U.S. banks from operating an overseas derivatives 
business, but it did not. In fact, it never even considered doing so, and never would, given the 
vital importance of this business to U.S. financial firms. And yet the interplay of a CFTC/SEC 
registration requirement and a margin proposal from the bank regulators risks the same result. 
Under the terms of Dodd Frank, which include a specific mandate against extratenitorial 
application of rules in this area, the CFTC and SEC should not require a foreign branch or 
subsidiary of a U.S. bank to register as a U.S. swap dealer unless it is doing business in the 
United States. It should not be required to register if it is located overseas and only doing 
business with foreign companies or overseas offices of U.S. companies. 

Meanwhile, European policymakers also have concerns about the extraterritorial application of 
Dodd-Frank. The European re.spon.se appears to have been to add similar extraterritorial 
provisions to EMIR, in a form of quid pro quo. We understand that these issues were raised 
during the visit of Commissioner Barnier earlier this month, but we are concerned about the 
potential for an outcome in whicli both U.S. and EU legislation creates damaging extratendtorial 
effects. Such a scenario can only be to the detriment of both jurisdictions. 

Role of FSOC & Congress 

We are pleased that Congress has chosen to exercise oversight of these issues - particularly 
capital, where the stakes for our economy are so high and deliberate consideration is needed 
given the potential impact on U.S. competitiveness, credit availability and Job creation. Clearly, 
the FSOC also has a role to play, given the systemic implications of these provisions, and the 
need to understand not just the rules of each agency but how those rules interrelate, and how they 
affect the competitiveness of U.S. firms. 

Dodd-Frank requires regulators to provide the public - including the affected institutions and the 
clients they serve and. not incidentally, the Congress - notice and the opportunity to comment on 
a proposed rule hefore it is adopted, not after international negotiations have made its adoption a 
fait accompli. We believe that the FSOC’s Volcker study was an important contribution, and 
believe that the FSOC should coordinate work in other areas as well. 

Conclusion 


Thank you very much for this opportunity to present the views of JPMorgan Chase, and I 
welcome any questions you might have. 
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The Honorable Timothy F. Geithner, 
Secretary 

United States Department of the Treasury 
1500 Pennsylvania Avenue, N.W. 
Washington, D.C. 20220 


The Honorable Sheila C. Bair, 

Chairman 

Federal Deposit insurance Corporation 
550 17th Street, N.W. 

Washington, D.C. 20429 


June 15, 2011 

The Honorable Ben S. Bernanke, 

Chairman 

Board of Governors of the Federal Reserve 
System 

20th Street & Constitution Avenue, N.W. 
Washington, D.C. 20551 

Mr. John G. Walsh, 

Acting Comptroller of the Currency 
Office of the Comptroller of the Currency 
250 E Street, S.W. 

Washington, D.C. 20219 


Re; Application of Surcharges to SystemicaHv Important Financial Institutions in the 
United States 


Dear Sir or Madam; 

The Clearing House Association LLC. ("TCH"), an association of major commercial 
banks,^ Is deeply Interested in U.S. and international initiatives to reform capital and liquidity regulation 
and, more broadly, in the overall debate over financial institution regulatory and resolution reform.^' In 
this regard, we are writing to express concern with respect to the direction and the potential application 
of a capital surcharge to systemically Important financial institutions ("SIFIs")^ in the U.S., In the context 
of both the Dodd-Frank Wall Street Reform and Consumer Protection Act (the "Dodd-Frank Act") and 
the ongoing international cooperative efforts under the auspices of the Financial Stability Board (the 
"FSB") and the Basel Committee on Banking Supervision (the "Basel Committee"). 

Public statements from the academic and official sectors have included consideration of 
the imposition of a significant capital surcharge on some U.S. banking institutions^ in an amount 
potentially as targe as 100% of the combined Common Equity Tier 1 ("CETl") ratio (minimum plus 
macroprudential conservation buffer) required under the Basel Committee's recently finalized global 
capital and liquidity standards commonly referred to as "Basel Because banking institutions are 
likely to maintain some "cushion" above required regulatory ratios to offset unexpected developments 
(and to accommodate the volatility introduced by Basel Ill's requirement that accumulated other 
comprehensive income ("AOCI") not be filtered out of Tier 1 capital calculations), as a practical matter, 
banks will maintain CETl ratios at levels that exceed the amount required to satisfy the required 
effective CETl ratio plus any applicable surcharge for SIFls. 

To be clear, TCH strongly supports ongoing regulatory reform efforts that aim to make 
the U.S. and International financial systems safer and more robust— both from a firm-specific 
microprudential and, to the extent applicable in the context of a particular firm, a broader systemic 
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macroprudential risk perspective. As a key element of enhanced regulation, TCH supports strong capital 
and liquidity ratios and the U.S. bank regulatory agencies' objectives of minimizing systemic risk and 
preventing future financial crises. We believe that the financial crisis demonstrated a direct correlation 
between the risk of failure and the level of a bank's capital. That correlation, however, was most 
evident with banks that maintained capital levels /or 6e/ow the more strongly capitalized banks. 

The imposition of any significant capital surcharge on U.S. SIFIs is premature in view of 
the substantia! capital increases, and other regulatory enhancements, that in practice are being imposed 
on U.S. SIFIs earlier than on most non-U. S. SIFIs. We also believe that it would be imprudent to rely on 
academic models and theories, to the extent untested, to conclude that considerably higher capital 
requirements will not have significant adverse consequences on U.S. banks' capacity to support a still 
fragile economic recovery. 

We believe that a measured, transparent and deliberate course should be pursued in 
connection with determining the U.S. approach to a SIF! surcharge. A presumptive rush to judgment 
that "more is always better" when it comes to capital should be avoided given the uncertainties and 
complex questions regarding the analytical underpinnings and calibration, as well as the at best 
uncertain marginal benefits, of a SIFI capital surcharge when compared to the risks to U.S. economic 
growth and jobs and the international competitiveness of U.S. banking institutions. 

I. Executive Summary 

As further detailed in this letter, TCH believes: 

• A decision to impose a capita! surcharge on U.S. SIFIs must be informed by the robust 
increase in capital levels already mandated by Basel Hi (and Basel 11,5). As a result of the 
imposition of Basel Ill's quantitative, qualitative and risk-weighting requirements, the 7% 
minimum combined CETl ratio under Basel III is nearly triple the amount of Tier 1 common 
equity currently required by the U.S. banking agencies for an institution to meet the "well- 
capitalized" requirements under their prompt corrective action regulations (that is, an 
implicit 4.5% Tier 1 common equity requirement under those regulations^ compared to a 
13% Tier 1 common requirement, which approximately equates to a 7% CETl ratio under 
Base! III). 

• The significant macroprudential reforms Introduced by the Dodd-Frank Act, including 
orderly-liquidation authority, living wills, regular stress tests, and the migration to centrally 
cleared swaps, provide U.S. regulators with strong tools to minimize systemic risk and must 
also inform the amount and composition of any SIFI surcharge. 

• The marginal utility of significant capital surcharges for SIFIs is minima! at best because the 
Basel Ml requirements, including the capital conservation buffer, in and of themselves would 
very likely be effective in preventing both microprudential risks to financial institutions and 
macroprudential risks to the global economy. 
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• Capital stringency should be evaluated in the context of the entire framework of capital 
regulation, including Basel 11, the market-risk rule revisions in Base! 11.5 and possible 
differences in the application of parts of the Basel Hi standards to SiFIs and other large banks 
versus the banking industry as a whole. 

• Empirical analysis demonstrates that the marginal macroprudential benefits, if any, of a 
significant surcharge may be minimal given the fact that financial institutions that had 
capital levels at or slightly below the new Basel 111 effective minimum did not require 
extraordinary individual government assistance in the recent crisis. 

• A significant SlFI-capital surcharge could impose unnecessary economic costs on U.S. 
banking institutions and their customers, slowing the pace of the still fragile recovery and 
lowering job growth. We believe it would be unwise to rely on untested academic models 
and theories to reach definitive conclusions to the contrary. 

• A gradually phased-in approach to implementing a significant SIF! surcharge for U.S. banking 
institutions will not necessarily ameliorate its negative consequences. Recent experience 
shows that both markets and U.S. regulators expect, as a practical matter, near immediate 
implementation of new capital requirements. 

11. Key Issues 

A. Any significant capital surcharge on U.S, SIFIs is premature in view of the substantial 
capital increases, and other regulatory enhancements, that in practice are being 
imposed on U.S. SIFls earlier than on most non-U. S. SiFIs. 

Basel III has imposed a sweeping new capital regime on U.S. SIFls. The new 
requirements include: 

• a new CETl standard of 7% (the 4.5% minimum requirement plus the 2.5% capital 
conservation buffer); 

• required total deductions or 250% risk-weighting {for items that are not otherwise fully 
deducted) for three categories of assets that represent a far greater proportion of the assets 
of U.S. SIFls than other SIFls: mortgage-servicing rights, deferred tax assets and investments 
in other financial institutions; 

• a requirement to multiply the asset-value correlation, used in the risk-weight formula for 
wholesale credit, by 1.25 for all credit-sensitive transactions between certain large financial 
institutions; and 

• various requirements that significantly increase the risk weights of derivative exposures not 
cleared with central counterparties. 
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In addition, shortly before Basel III was proposed, Basel il.5^ substantially revised the 
capital treatment of assets held in the trading book, imposing several new, overlapping risk- 
measurement requirements and, in the process, significantly increasing the capital charge associated 
with the trading book. 

The new Base! Ml requirements will translate into a CETl requirement of approximately 
$1.0 to $1.1 trillion of common equity for U.S. banking institutions in the aggregate.^ This represents a 
greater than 100% increase from the approximately $450-$500 billion of common equity at 
December 31, 2007. Moreover, it is quite unlikely, due to prudential, regulatory and market pressures, 
that banking institutions will choose to operate at the effective minimum CETl ratio required under 
Basel III. In addition, AOCI volatility serves to increase effective capital needs, ^ Under current regulatory 
reporting practice in the United States, unrealized gains and losses are "filtered out" from the 
calculation of Tier 1 capital. Under Basel 111, they would no longer be. Including unrealized gains and 
losses when calculating the minimum required ratios and buffers under Basel III can introduce 
substantial volatility into a banking institution's capital ratios. Many of these securities may be classified 
as "available for sale," and, as a consequence, increase the volatility of these institutions’ capital. As 
such, a more realistic estimate is that Basel III (before any SlFl surcharge) will actually require an 
aggregate of almost $1.2 trillion of common equity for the U.S. banking industry as a whole, in terms of 
ratios, the increase is even sharper. For example, the new 7% Basel III CETl requirement, as indicated 
above, is equivalent to a Tier 1 common equity ratio of approximately 13% under the current Basel I 
rules.^° 


Of particular importance, the Basel III requirements are— for all practical purposes— 
already fully effective for U.S. SiFIs, unlike at least most non-U.S. SIFIs. Notwithstanding the prolonged 
Base! Ill phase-in period, the November 17, 2010, supervisory-capital guidance addendum (the 
"Temporary Addendum") issued by the Board of Governors of the Federal Reserve System (the "Federal 
Reserve"), which is formally applicable to the 19 bank holding companies that were subject to the 
Supervisory Capital Assessment Program ("SCAP"), effectively Implements those requirements 
immediately. The Temporary Addendum essentially conditioned the approval of capital plans containing 
Increased dividends on meeting Basel III CETl ratio requirements on a fully phased-in basis. Pursuant to 
the Temporary Addendum, institutions that meet the minimum Basel ill capital ratios as they become 
applicable during the transition period but remain below the Basel III 7% CETl ratio target are "expected 
to maintain prudent earnings retention policies with a view toward meeting the [7% target] as soon as 
reasonably possible." In addition, it is our understanding that the Federal Reserve has less formally, but 
no less decisively, conditioned expansion proposals on full and immediate compliance with Basel III. 

B. The significant reforms introduced by the Dodd-Frank Act already provide the 

regulators with strong macroprudential tools to minimize systemic risk and must also 
inform the amount and composition of any SIFI surcharge. 

The Dodd-Frank Act introduced a number of reforms specifically intended to implement 
the lessons learned from the financial crisis and to eliminate various perceived sources of 
macroprudential systemic risk, including prohibitions and restrictions on certain financial activities, 
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orderly-liquidation authority/^ living wills/^ regular stress tests/'* concentration limits on expansions/^ 
the migration to centrally cleared swaps/® the ability to require the prudential supervision of 
systemically important non-bank financial entities/^ improvements to the securitization markets 
(including enhanced disclosures and risk retention requirements),*^ reforms of the credit rating 
agencies*^ and the establishment of the Financial Stability Oversight Council to coordinate detection and 
response to systemic risks/® To date, most of these reforms have not been broadly adopted by other 
countries, and it remains uncertain whether they will in the future. The Dodd-Frank Act goes a long way 
to minimize systemic risks even in the absence of a SIFI capital surcharge. As such, we strongly believe 
that these other systemic reforms should be taken into account when examining the issue of a U.S. SIFI 
surcharge. 


We agree that meaningful reform must address the "risk of disorderly failure of SIFls".^* 
The issue is not any failure of a SIFI perse, but a disorderly failure. Accordingly, a pillar of regulatory 
reform should be the development of a system and related measures that assure that any failure of a 
SIFI is orderly rather than disorderly. We believe that efforts to enhance resolution regimes such as the 
orderly-liquidation authority in Title If of the Dodd-Frank Act provide a comprehensive and considered 
structure to guard against disorderly failures and should be taken into account when examining the 
nature and extent of a SIFI surcharge. 

The Dodd-Frank Act's systemic risk provisions already have a negative competitive 
impact on U.S. banking institutions. This competitive disparity would be compounded if the U.S. 
adopted a SIFI surcharge in advance of an international consensus or in excess of such a consensus. 
Certainly, if the U.S. nevertheless determines to impose some form of a SIFI surcharge, this surcharge 
should not exceed International standards agreed upon by the FSB and Basel Committee in order to 
further the goal of decreasing systemic risks to the financial system because the Dodd-Frank Act's other 
systemic provisions already otherwise serve to bolster macroprudentiai soundness. 

In addition, TCH strongly believes that the mandate for "more stringent" capital 
standards under Section 165(b) of the Dodd-Frank Act does not require an additional capital charge for 
SIFis beyond the increased requirements recently imposed through the Basel III process. Capital 
stringency should be evaluated in the context of a comparison of the entire framework of capital 
regulation applicable to SIFIs, including Basel II, the market-risk rule revisions in Basel il.5 and the 
application of the Basel It! standards to SIFis versus the remainder of the banking industry as a whole. 

C- Empirical evidence demonstrates that banking institutions on a worldwide basis that 
had capital levels at or slightly below the new Basel III effective minimums did not 
suffer serious financial distress In the recent crisis. 

In analyzing the performance of banks during the recent financial crisis, McKInsey 
examined data concerning 124 banks worldwide with more than $68 trillion in assets in the aggregate. 
The study determined that no institution that entered the 2007-2009 crisis with a CETl ratio (calculated 
in accordance with Base! Ill rules) greater than approximately 6.25% (that is, 75 basis points lower than 
the Basel Ml minimum and 150 basis points lower than where firms are likely to operate) failed, was 
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placed Into governmental receivership, was acquired under duress by another financial institution or 
received a substantial, individually-directed governmental capital investment.^^ 

This result is also consistent with a preliminary review of publicly available data to 
determine how the four largest U.5. banks would perform under stress conditions using SCAP stress 
scenarios. Such stress conditions resulted in a 120 basis-point reduction in CETl ratios over an eight- 
quarter pro forma time horizon. This reduction is well within the Basel 111 2.5% conservation buffer.^^ 

The Basel III CETl ratio requirement would appear to have been sufficient to prevent 
serious financial distress at banking institutions throughout the world even through the severe 
disruptions of the financial crisis. The marginal utility of additional significant capital surcharges for 
SIFIs, therefore, is likely to be minimal because the Basel III requirements, including the capital- 
conservation buffer in and of themselves would very likely be effective in preventing both micro- 
financial risks to financial institutions and macroprudential risks to the global economy. Indeed, the 
primary goal of the capital conservation buffer within Basel III is macroprudential, rather than 
microprudential in nature. The source of systemic risks proved to be institutions that were 
undercapitalized by the new Basel ill standards or would have been wholly exempt from them. The 
inadequate capitalization of the weakest banking Institutions during the recent crisis should not lead to 
the conclusion that the strongest banks now need more capital above and beyond Basel III in the form 
of a significant capita! surcharge. Moreover, although it is true that all banks— including the strongest 
capitalized banks— faced liquidity pressures during the financial crisis, the formal Pillar 1 Liquidity 
Coverage Ratio and Net Stable Funding Ratio elements of Basel 111 are specifically designed to address 
such concerns.^^ 

0. A significant capital surcharge Imposes unnecessary risks of limiting 5IFI lending, 

potentially slowing the pace of the recovery and lowering job growth. 

1. A significant SIFI surcharge creates a meaningful risk of economic cost. 

Material SIFI surcharges are not a cost-free proposition. Imposing materially higher 
capital requirements on banking institutions is likely to lead to decreased availability of credit as firms 
are encouraged to shrink their balance sheets (that Is, by decreasing the denominator of the CETl ratio 
calculation) in order to deal with the effects of such Increases. In addition, as higher capital 
requirements (that is, in the numerator of the CETl-ratio calculation) cause banking institutions’ return 
on equity ("ROE”) to decrease, such firms acting rationally will need to attempt to improve such results 
by increasing the price of credit to generate greater returns. As even some proponents of higher capital 
requirements acknowledge,^^ these bank actions could potentially have material negative effects on the 
economy, slow the pace of the recovery and lower job growth at a particularly difficult juncture for our 
country. 


Although these potential negative economic effects are present in connection with 
increased bank-capita! requirements in general, and are not unique to the imposition of a significant 
capital surcharge, they are most likely to occur in connection with "marginal” capital requirements (that 
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is, those above both economic-capital requirements and the requirements imposed by competition), 
such as large surcharges. The key question from a policy perspective should be whether the potential 
benefits associated with a significant SIFI-capital surcharge outweigh the potential disadvantages. Given 
the uncertain utility of such a surcharge in light of the robust nature of the Basel III capital framework 
and other regulatory requirements as described above, we believe that the macroprudential benefits, to 
the extent applicable in the context of a particular firm, of a significant SIFI-capital surcharge are not 
likely to outweigh the very real risks such a surcharge would pose to the U.S. economy. At minimum, 
the introduction of such a surcharge is premature at this time. 

2. The hypothetical mitigating factors of the costs of a significant capital 

surcharge are uncertain at best and pose their own macroprudential systemic 
risks in practice. 

First, in contrast to what some proponents of a significant SIFI surcharge have posited, 
there is substantial uncertainty as to whether smaller banking institutions would be able to fulfill the 
credit needs that SIFIs no longer can due to higher capital requirements as described above. 
Furthermore, many of these smaller institutions in the U.S. continue to struggle with their own asset 
quality problems and need to raise additional capital.^® The availability of these activities as a service to 
customers (whether a credit product or another service) will thus diminish or shift to "shadow" entities 
outside not just regulatory capital requirements, including the SIFI surcharge, but are outside the broad 
framework of prudential regulation entirely. 

Even if the shadow banking system could conceivably fill any unmet credit needs, in 
view of the shadow banking system's role in lowering credit standards during the last decade” and the 
absence of regulation and transparency, a migration to that system, even if it occurred, would have 
negative implications for the macroprudential health of the financial system as a whole.^° In addition, 
the shadow banking system can exhibit volatile and intermittent flows compared with the traditional 
banking system's credit intermediation function, and this lack of reliability as a source of funding would 
subject borrowers to marketplace vagaries, often at the time of greatest need. Contrary to the 
objective of a SIFI surcharge, neither of these outcomes is likely to decrease systemic risk, and each may 
in fact contribute to it. 

Second, proponents of significant SIFI surcharges have also argued that, as a result of 
higher capital requirements, investors will accept lower rates of return and thus offset the decreased 
ROE that will likely result from having to hold additional capital.^* We believe that the theory of lower 
leverage leading investors to require lower ROE from banking institutions is unlikely to hold true in 
practice. For equity investors to be willing to accept lower returns for holding a banking institution's 
equity, they would need to conclude that, as a result of holding more capital, the firm's level of risk had 
lessened by an offsetting amount that warrants lower returns. Such a conclusion appears unlikely to be 
true. Moreover, in the experience of our members, equity investors, whether in banking institutions or 
other types of entities that compete for investafale funds, are not low ROE investors. If these investors 
wanted to lower the expected return of their investment portfolios in exchange for a reduced risk of 
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loss, there are a variety of bond and other fixed-income products that would allow them easily to 
accomplish this result more effectively. 

We believe that any decreases In ROE (on a percentage basis) are likely to far exceed 
any offsetting benefits in the form of lower cost of equity ("COE"). In analyzing this issue, McKinsey 
estimates that, under the increased capital requirements of Basel HI (even before any SIF! surcharge), 
ROE is expected to fall by approximately 250-300 basis points, with each additional percentage-point 
increase from the proposed SIFl surcharge reducing ROE by an additional 50 basis points. Even when 
assuming that lower leverage does in fact lead to decreased COE, the resulting hypothetical decrease 
resulting from Basel III would likely only be approximately 80 basis points, with each additional 
percentage-point increase in capital from a significant SIFl surcharge decreasing COE by only an 
additional approximately 20 basis points. As such, the expected hypothetical decrease in COE would be 
significantly less than the very real expected ROE drop resulting from a significant SIFl surcharge. 

Regardless of whether the premise regarding some relationship between lower leverage 
and COE proves correct, the imposition of a significant SIFl capital surcharge can be expected to further 
decrease ROE substantially. Such an additional decrease in ROE will pose heightened challenges for 
attracting capital to U.S. banking institutions as they seek to meet the crucial financial intermediation 
needs of our economy.^^ 

E. A gradually phased in approach to implementing a significant SIFl surcharge will not, 
as a practical matter, ameliorate its potential negative consequences due to 
regulatory pressure and market expectations. 

The proponents of a significant SIFl-capital surcharge have maintained that the effect 
would be ameliorated by a phased in transition period. This transition period is apparently meant to 
deal with acknowledged concerns regarding COE issues and the perceived difficulty that banking 
Institutions subject to the surcharge may experience in trying to raise the additional needed CETl in the 
short term. Recent experience with regulatory implementation and market expectations with the 
increased Basel III capital requirements, however, demonstrates that such a transition period is likely to 
be illusory. 


Although the Basel HI capital requirements are subject to a prolonged phase-in provision 
(from January 1, 2013 to January 1, 2019) and the U.S. banking agencies are just now in the process of 
drafting their proposed regulations implementing Basel III, for all practical purposes Basel Mi is already 
fully effective for U.S. SIFIs as a result of the Temporary Addendum as discussed above. The Federal 
Reserve stated in the Temporary Addendum that it expects banking institutions to "demonstrate with 
great assurance that they could achieve the ratios required by the Basel HI framework, inclusive of any 
proposed dividend increases or other capital distributions, as those ratios come into effect in the United 
States." It is obviously very difficult fora bank to be in the position of not increasing its dividends or 
engaging in expansion transactions for a number of years. In addition, even in the absence of such 
regulatory incentives, investor and market expectations have tended to internalize higher Basel ill-based 
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capital expectations immediately in evaluating firms irrespective of formal transition periods ” We see 
no reason to conclude that the same would not occur in connection with a significant SIFI surcharge. 

F, There are significant uncertainties and open questions regarding the analytical 
underpinnings and proper calibration of any SIFI surcharge. 

As even most proponents of a SIFI surcharge readily acknowledge, there are significant 
uncertainties and open questions regarding the analytical underpinnings and proper calculation of any 
SIFI surcharge. For example, the three analytical lines of inquiry the Federal Reserve appears to be 
pursuing in connection with the creation of a SIFI surcharge^^ seem to produce a wide range of results 
depending on which assumptions are selected. The empirical measurement of systemic importance is in 
its infancy and academic commentators pursuing this research regularly caution against directly 
adopting their work as part of a regulatory framework.^® There has been limited research regarding 
capital surcharges affecting only the largest institutions. The majority of research focuses on the impact 
of Basel III or system-wide optimal capital levels. In addition, societal benefits of large financial 
institutions have not been analyzed thoroughly.” Finally, and perhaps most significantly, the full 
potential combined impact of the current financial-services regulatory reforms in the U.S., including the 
Dodd-Frank Act, Basel III and the contemplated significant SIFI surcharge, has not yet been fully 
analyzed, as public sector officials have acknowledged.’* The cumulative effects of these complex rules, 
with their web of potentially unknown interrelationships, could very well have economic costs and other 
unintended consequences and risks that are not readily apparent. 

In addition, many of the analytical underpinnings of and academic theories concerning 
the contemplated significant SIFI surcharge are open to reasonable interpretation and debate. Such 
assertions and arguments include: 

• There is little evidence that the size, complexity, and scope ofSIFIs are necessary to 
realize economies of scale and scope. 

There is considerable evidence that there are meaningful scale and scope advantages to 
large banking institutions,” A generation of banking mergers suggests that there are substantial cost 
synergies available to larger institutions. Moreover, there is a strong a priori case for expecting such 
cost synergies, given the high and increasing fixed costs to which financial institutions are subject. 

Indeed, this may not even be the most relevant question. Even if banks themselves do 
not benefit from increased size and scope, it would appear that a number of their customers do benefit. 
We are not aware of any definitive research that challenges the existence of such benefits.* 

• There would be significant negative externalities in the event of a disorderly failure of 
any SIFI, distinct from the costs incurred by the SIFI and its stakeholders. 

An asserted rationale for imposing a SIFI-capital surcharge is based on the cost of a SIFI 
failure to other institutions, the underlying premise that firms do not have an incentive to, and have not. 
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already addressed such externalities, and the belief that these costs should therefore be addressed 
through extraordinarily stringent macroprudential regulation. The assumed costs of a SIFI failure 
include direct losses on counterparty exposures and assumed losses on assets that are subject to fire- 
saie prices as firms sell assets into a declining market. Proponents of a significant SIFI surcharge reason 
that, by increasing capital, the surcharge will make SIFIs less prone to failure and thereby reduce the 
likelihood that these costs will occur. As discussed above, there is little evidence to suggest that a 
significant SIFI surcharge, as compared with the current Basel ill enhanced capita! requirements, 
including the explicitly macroprudential capital conservation buffer, will have more than marginal utility 
in decreasing such macroprudential risk by preventing SIFI failures. Capita! alone is not the solution. 

Moreover, the assertion above concerning the negative externalities of a SIFI failure 
does not answer several important questions, such as whether a more measured and effective solution 
would be to ensure proper counterparty-hsk-management practices instead of using the blunt 
instrument of a significant SIFI-capital surcharge. Another question relates to the true magnitude of a 
"fallen domino" risk due to counterparty exposure. Even a 15% loss on such exposures would not 
reduce the counterparties capital by 5%, unless the counterparties exposure exceeded 33 1/3% of its 
capital. Although crucial to understanding whether a SIFI surcharge is warranted and, if so, how it 
should be calibrated, these and other pertinent questions have apparently not yet been fully examined 
and debated. 


In addition, the systemic impact of an Institution's failure will vary based upon a number 
of factors, including notably the interconnectedness of the institution with the rest of the financial 
system.^^ Any SIFI surcharge must be properly calibrated to account for the differences In true systemic 
risk posed by different institutions. 

We believe a measured, transparent and deliberate course should be pursued in 
connection with determining the U.S. approach to a SIFI surcharge, TCH welcomes an open and spirited 
discussion and debate concerning the various issues surrounding a SIFI surcharge— a debate in which all 
affected parties have an opportunity to make their views heard— before decisions are made. A 
presumptive rush to judgment that "more is always better" when it comes to capital should be avoided, 
given the uncertainties and complex questions regarding the analytical underpinnings and calibration, as 
well as the questionable marginal benefits, of further Increases in capital levels when compared to the 
potential risks and economic costs. 

Even accepting, as a theoretical and very simplistic matter, that more capital will reduce 
the risk of failure and the losses of creditors if failure occurs, that cannot be the ultimate analysis. The 
appropriate analysis, which is far more complex, incorporates two basic questions which require the 
most thoughtful consideration: to what extent are the risk of failure and losses reduced by marginal 
capital requirements; and how does any such value relate to the risk of an adverse impact on banks' 
ability to issue capital and their competitive position, the impact on borrowers in terms of credit 
availability and cost, and the effect on the broader economy. Significant surcharges should not be 
imposed until those questions are satisfactorily answered. 
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* 


* 


If you have any questions, or need further information, please contact Paul Saltzman, President 
and General Counsel of TCH, at (212) 613-0318 (e-mail: paul.saltzman@theciearinghouse.org), Joseph 
Alexander, Senior Vice President and Deputy Genera! Counsel of TCH, at (212) 612-9234 (e-mail: 
joe.alexander@theclearinghouse.org) or Eli Peterson, Vice President and Regulatory Counsel of TCH, at 
(202) 649-4602 (email: eli.peterson@theclearinghouse.org). 

Respectfully submitted, 



/V'" ,/ 


James Aramanda 
Chief Executive Officer 

The Clearing House Association and Payments Company 



President of The Clearing House 
EVP and General Counsel of The 
Payments Company 


Association 
Clearing House 


cc: The Honorable Tim Johnson 

Chairman 

Senate Committee on Banking, Housing & Urban Affairs 

The Honorable Richard Shelby 
Ranking Member 

Senate Committee on Banking, Housing & Urban Affairs 

The Honorable Spencer Bachus 
Chairman 

House Committee on Financial Services 
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The Honorable Barney Frank 
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The Honorable Janet L, Yellen 
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Board of Governors of the Federal Reserve System 

The Honorable Elizabeth A. Duke 
Governor 

Board of Governors of the Federal Reserve System 

The Honorable Sarah Bloom Raskin 
Governor 

Board of Governors of the Federal Reserve System 

The Honorable Daniel K. Tarullo 
Governor 

Board of Governors of the Federal Reserve System 

The Honorable Gene Sperling 
Director 

National Economic Council 

The Honorable Neal Wolin 
Deputy Secretary 
Department of the Treasury 

The Honorable Jeffrey A. Goldstein 
Undersecretary of the Treasury for Domestic Finance 
Department of the Treasury 

The Honorable Martin J. Gruenberg 
Vice Chairman 

Federal Deposit Insurance Corporation 

Michael H. Krimminger, Esq. 

General Counsel 

Federal Deposit Insurance Corporation 
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Endnotes 

Established in 1853, The Clearing House is the United States' oldest banking association and payments 
company, it is owned by the world's largest commercial banks, which collectively employ 1.4 million 
people in the United States and hold more than half of all U.S. deposits. TCH is a nonpartisan advocacy 
organization representing through regulatory comment letters, amicus briefs, and white papers the 
interests of its member banks on a variety of systemically important banking issues. Its affiliate, The 
Clearing House Payments Company LL.C., provides payment, clearing, and settlement services to its 
member banks and other financial institutions, clearing almost $2 trillion daily and representing nearly 
half of the automated clearing-house, funds-transfer, and check-image payments made in the U.S. See 
TCH's web page at www.thedearinghouse.org. 

TCH has striven to inform its views with independent and empirically based quantitative analysts. To this 
end, we retained McKinsey & Company, Inc. ("McKinsey") to assist TCH in its analysis of the impact of 
Basel Ml and the SIFI surcharge on U.S. banking institutions. McKinsey had access to the quantitative- 
impact studies and other confidential data provided by 11 large financial institutions, accounting for 59% 
of U.S. banking assets at June 30, 2010. Those sample data and other sources were used to extrapolate 
certain estimates for the U.S. banking industry at large and in other aspects of the quantitative analyses 
set forth herein, as applicable. In addition, TCH and McKinsey are in the process of conducting other 
empirically-based analyses on: (i) how bank-capital levels would be affected by more adverse economic 
environments, considering current bank portfolios and the Basel 111 capital requirements; {ii} how bank- 
capital levels would have been affected during the last crisis had Basel II! been in place before the 
beginning of the crisis; and {in) what economic and social benefits are attributable to larger financial 
institutions and what particular economies of scale and economies of scope larger banks provide. The 
analyses in clauses (i) through (Hi) above will leverage proprietary bank information— both historical and 
forward-looking— collected from TCH member banks to provide analysis that is unavailable outside the 
banks themselves. 

For purposes of this letter, we use the term SIFI genericalfy to refer to both "systemically important 
financial institutions" and the so-called "global systemically important financial institutions," or "G-SIF!s." 
Section 165(b) of the Dodd-Frank Act generally applies to banking institutions having more than $50 
billion in total consolidated assets. It bears noting that the degree of systemic importance and the 
potential costs of failure can vary greatly among banking institutions with more than $50 billion in total 
consolidated assets. The FSB and the Basel Committee have not yet released their final criteria with 
respect to what constitutes a SIFI or a G-SIFI. 

As noted above in endnote 3, Section 165(b) of the Dodd -Frank Act generally applies to banking 
institutions having more than $50 billion in total consolidated assets; however, it appears that the largest 
surcharge may be contemplated only for some yet to-be-determined subset of the largest U.S. financial 
institutions. 

See Basel Committee on Banking Supervision, Bank for International Settlements, Basel Hi: A Global 
Regulatory Framework for More Resilient Banks and Banking Systems (Dec. 2010) ("Basel Ilf— A Global 
Framework"). 
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The U.S. banking agencies' existing regulations require that common equity be the "predominant" 
component of Tier 1 capital. Their prompt corrective action regulations require that an institution have at 
least a 6% Tier 1 capita! ratio in order to be "well-capitalized," which under the predominance test 
translates into approximately a 4.5% Tier 1 common ratio. 

"Basel 11.5," as used in this letter, refers to revisions set forth in the Basel Committee's June 2009 
publication, Revisions to the Basel II Market Risk Framework and Guidelines for Computing Capital for 
Incremental Risk in the Trading Book, in its July 2009 publication. Enhancements to Basel II Framework, 
and in its February 2011 publication. Revisions to the Basel II Market Risk Framework— Updated as of 31 
December 2010. The U.S. banking agencies published a joint notice of rulemaking earlier this year (76 
Fed. Reg. 1890 (Jan. 11, 2011)) addressing the U.S. implementation of Basel 11.5. The comment period 
expired on April 11, 2011, and implementation is expected by year-end. 

U.S. financial institutions with more than $250 billion in total consolidated a.ssets, in the aggregate, 
account for approximately 85% of the aggregate CETl required under Basel 111. 

Under U.S. GAAP, certain unrealized gains and losses on securities in the investment portfolio that are 
classified as "available for sale" are recorded directly to equity, as opposed to being treated as income or 
expense items for income statement purposes. AOCI volatility may be exacerbated by the need for these 
banking institutions to acquire additional investment securities in order to comply with Basel ill's liquidity 
ratio requirements. 

See pages A-1 through A-5 of Annex A attached hereto for further information. 

See Sections 619 and 716 of the Dodd Frank Act. 

See Title !1 of the Dodd-Frank Act, 

See Section 165(d) of the Dodd-Frank Act. The Dodd-Frank mandate for resolutions plans, as proposed, 
would be a far-reaching strategic exercise for SlFls. 

See Section 165(i) of the Dodd-Frank Act; Capital Plans, Docket No. R-i425 (proposed June 10, 2011), 
httD://www.federalreserve.gov/newsevents/oress/bcree/bcreg20110610al.Ddf (proposing amendments 
to 12 CFR part 225 to require large bank holding companies to submit capital plans on an annual basis and 
to require such bank holding companies to provide prior notice under certain circumstances before 
making a capital distribution). 

See Title VI of the Dodd-Frank Act. 

See Title VII of the Dodd-Frank Act. 

See Section 113 of the Dodd-Frank Act. 

See Subtitle D of Title IX of the Dodd-Frank Act. 

See Subtitle C of Title IX of the Dodd-Frank Act. 

See Subtitle A of Title I of the Dodd-Frank Act. 

Daniel K. Tarullo, Remarks at the Peter G. Peterson Institute for International Economics, Washington, 

D.C. (June 3, 2011} (transcript available at http://www.federaireserve.gov/ 
newsevents/speech/tarullo20110603a.htm ) (emphasis added). 
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See pages A-7 through A ll of Annex A for further information regarding, and a description of the 
methodologies employed in, this study. For purposes of McKinsey's study, a "substantial direct 
governmental capital investment" is defined as a total government capital investment greater than 30% 
of the banking institution's Tier 1 capital as of December 31, 2007. Such 30% threshold generally filters 
out institutions that accepted TARP funds as mandated during the U.S. government's response to the 
financial crisis. 

See page A-12 of Annex A for additional information concerning this preliminary assessment. 

See Basel Committee on Banking Supervision, Bank for International Settlements, Guidance for Notional 
Authorities Operating the Countercyclical Capital Buffer (Dec. 2010). 

TCH has also undertaken significant analysis on the calibration of the liquidity coverage ratio {the "LCR") 
and the net stable funding ratio (the "NSFR"), and our work has shown that the calibration of the ratios is 
more conservative than the experience of our member institutions (including failed legacy institutions) 
during the crisis. TCH shared its perspectives with the Financial Stability Oversight Council in an 
unsolicited comment letter dated November 5, 2010. We are continuing work on the LCR and NSFR, 
focusing on the impact of the ratios as currently calibrated on the cost and availability of credit to end 
users, and look forward to sharing our findings with supervisors and policymakers. 

The banks in the sample reported that they will meet the capital requirements under Base! Ill by, among 
other things, reducing risk-weighted assets by approximately $821 billion through a variety of actions, 
including by winding down existing portfolios, decreasing low rated securitizations in the trading book and 
decreasing certain businesses (for instance, correlation trading). See page A-6 of Annex A for further 
information. 

5ee generally Macroeconomic Assessment Group, Bank for International Settlements. Assessing the 
Macroeconomic Impact of the Transition to Stronger Capital and Liquidity Requirements, at 2 (Dec. 2010) 
(discussing the potential decline in GDP and the transactional costs of heightened capital requirements) 
("The BIS Macroeconomic Impact Assessment"); Anat R. Admati, Peter M. DeMarzo, Martin F. Hellwig 
and Paul Pfieiderer, Fallacies, Irrelevant Facts, and Myths in the Discussion of Capital Regulation: Why 
Bank Equity is Not Expensive, at 1, 2 {Mar. 2011), https://gsbaDPs.stanford.edu/researchpapers/librarv/ 
RP20G5Rl&86.pdf (staling, "It is more expensive for banks to fund assets with capital than with deposits 
or wholesale debt. This suggests that, while banks facing stronger capital requirements will seek to 
Increase capital levels by retaining earnings and issuing equity as well as reducing non-loan assets, they 
may initially increase the interest rates they charge borrowers and reduce the quantity of new (ending. 
Any increase in the cost and decline in the supply of bank loans could have a transitory impact on growth, 
especially in sectors that rely heavily on bank credit") ("Myths in the Discussion of Capital Regulation"). 

See Federal Deposit Insurance Corporation, Quarterly Banking Profile: First Quarter 2011 (May 2011), at 3, 
http://www2.fdic.gov/qbp/2011mar/qbp.pdf . 

See Financial Stability Board, Shadow Banking: Scoping the Issues: A Background Note of the Financial 
Stability Board (April 12, 2011), at 3, http://www.financialstabilitvboafd.Qrg/pubiications/r 110412a.pdf . 

Cf. Zoltan Pozsar, Tobias Adrian, Adam Ashcraft and Hayley Boesky, Federal Reserve Bonk of New York 
Staff Reports: Shadow Bonking, Staff Report no. 458, at 69 (July 2010) (questioning whether the 
economically viable parts of the shadow banking system "will ever be stable through credit cycles in the 
absence of official credit and liquidity puts"). 
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See, e.g., David Miles, Jing Yang and Gilberto Marcheggiano, Optimal Bonk Capital, Discussion Paper No. 
31: Revised and Expanded Version, at 9, 10 {Apr, 2011), http://www.bankofengland.co.uk/publications/ 
externalmpcpapers/extmpcpaperQ031revised.pdf: Myths in the Discussion of Capital Regulation, supra 
endnote 27, at i. 

See pages A-13 through A-15 of Annex A for further details concerning this analysis. 

Specifically, for example, payment system reforms are likely to decrease banking industry ROE more 
generally. Based on an analysis of publicly available financial data by Novantas, a private consulting firm, 
on behalf of TCH, such reforms embodied in the CARD Act, overdraft charge changes in Regulations E and 
DD of the Board of Governors of the Federal Reserve System (the "Board"), and applicable Federal 
Deposit Insurance Corporation guidelines, as well as Regulation II of the Board (debit interchange 
regulations), if fully implemented in 2009, would have reduced 2009 bank industry revenue by more than 
$35 billion. This translates to an after-tax reduction of bank industry ROE by approximately 1.5%. This 
estimate does not reflect any other regulatory impacts of the Dodd-Frank Act or other changes affecting 
payments or other parts of the banking industry. 

Cf. The BIS Macroeconomic impact Assessment, supra endnote 27, at 38 (noting that some private sector 
analysts have predicted that "once supervisors announce the parameters for capital requirements, 
markets are likely to press banks to achieve these ratios rapidly regardless of the official implementation 
date"). 

See Daniel K. Taruilo, Remarks at the Peter G. Peterson Institute for International Economics, Washington, 
D.C (June 3, 2011) (transcript available at http://www.federalreserve.gov/ 
newsevents/speech/tarullo20110603a.htm J (discussing three different approaches to calibration, 
including the "expected impact" approach, "long-run economic impact" approach and the approach that 
tries to determine how much additional capital would be needed "to offset any reduction in funding costs 
associated with the perceived too-big-to-fai! status of StFIs"). In addition, TCH would caution against 
basing a SIFl surcharge on risk-weighted assets given jurisdictional differences in the calculation of risk- 
weighted assets and the risk that U.S. banking institutions would be disadvantaged by these differences. 

Cf. John B. Taylor, Systemic Risk in Theory and Practice, at 51 (stating that systemic risk is still not well 
defined and that reform proposals relying on systemic risk to determine in advance whether a firm should 
be deemed systemically significant "are not ready for prime time") (2010), httP://www.stanford,edu/ 
~iohntavl/Onlinepaperscombinedbvvear/2010/Defining Systemic Risk OperationaHv.pdf . 

To remedy this knowledge gap, TCH has retained McKinsey, as discussed in additional detail in endnote 2, 
to study what economic and social benefits are attributable to larger financial institutions, among other 
things. 

See Chairman Bernanke, Remarks at a Question and Answer Session Following Chairman Bernanke's 
Speech on the U.S. Economic Outlook (June 7, 2011) (transcript available at 

http://video.cnbc.com/gallerv/?video=300Q026289 ) (noting that no one had yet done an analysis of the 
impact of the recent financial reform on credit and stating, "It's just too complicated. We don't really 
have the quantitative tools to do that"). 


As discussed in additional detail in endnote 2, TCH has retained McKinsey to study the economic and 
social benefits attributable to larger financial Institutions. 
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United States Department of the Treasury -19- June 15, 2011 

Board of Governors of the Federal Reserve System 
Federal Deposit insurance Corporation 
Office of the Comptroller of the Currency 


Another benefit of SiFis is their capacity to acquire larger troubled institutions and thereby prevent the 
otherwise self-fulfilling prophecy of proponents of large surcharges. 

See, e.g.. Financial Stability Board, Reducing the Moral Hazard Posed by Systemically important Financial 
Institutions: Interim Report to G20 Leaders, at 6 (June 2010), http://www.financialstabilitvboard.org/ 
publications/r 100627b.pdf {noting that an "important reason for public intervention to avoid the failure 
of a financial institution is its interconnectedness with market participants"). 
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Statement for the R ecord 
by the 

I nstitute of I nternational Bankers 
for the hearing before the 
Committee on Financial Services 
of the 

United States House of Representatives 


“Financial Regulatory Reform: 
The International Context” 

June 16, 2011 


Chairman Bachus, Ranking Member Frank and members of the Committee, the 
Institute of International Bankers (IIB) appreciates the opportunity to submit this statement for 
the record for the June 16, 201 1 House Financial Services hearing entitled “Financial Regulatory 
Refomi: The Internationa! Context’'. The IIB represents internationally headquartered financial 
institutions from over 35 countries around the world; our members include international banks 
that operate branches and agencies, bank subsidiaries and broker-dealer subsidiaries in the 
United States. International banks provide an important source of credit for U.S. borrowers and 
enhance the depth and liquidity of U.S. financial markets. Their U.S. operations contribute 
billions of dollars each year to the economies of major cities across the country through the 
employment of over 250,000 U.S. citizens and permanent residents and through other operating 
and capital expenditures. 

The IIB and its members support the Dodd-Frank Wall Street Reform and Consumer 
Protection Act (Dodd-Frank) objectives of reducing systemic risk and increasing transparency in 
the financial markets. We also support the commitments of the G-20 leaders to setting high. 
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internationally consistent requirements for OTC derivatives and avoiding overlapping 
regulations. 

Background 

As a general matter, the international framework for the supervision of cross-border 
banking activities is based on considerations of comity and appropriate allocation of supervisory 
responsibilities across home and host country supervisors. As applied in the United States, this 
framework is reflected in the longstanding policy of national treatment, i.e., there should be 
parity of treatment between U.S, banks and international banking firms that operate in the United 
States, and the understanding tliat international banking finiis are subject to primary supervision 
by their home country authorities with U.S. authorities, primarily the Federal Reserve Board 
(FRB), as host country supervisors, exercising appropriate oversight of international banking 
firms’ U.S. operations, Accordingly, the U.S. banking and nonbanking operations of our 
members, like their U.S, counterparts, are subject to extensive U.S. regulation and supervision by 
the federal banking agencies, the Securities and Exchange Commission (SEC) and the 
Commodities Futures Trading Commission (CFTC), as appropriate. 

Swap Dealer Registration and Regulation 

As noted above, our members support Title Vll's objectives of reducing systemic ri.sk 
and increasing transparency. Together, we have developed a proposal on the cross-border 
application of Title VII that we hope will assist global regulators to develop a workable regime 
for supervising U.S. and foreign firms that operate global swap businesses. 

Before turning to a discussion of that proposal, it is important to note that Title VlFs 
effective dale of .luly 16"’ is just a few short weeks away. The possibility that many of that 
Title’s provisions may be deemed scif-effcctuating and, thus, may become effective on .luly 16"’ 
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without rulemaking or further action on the part of the SEC or CFTC has led to great uncertainty 
among global swap dealers and other market participants. We appreciate the CFTC's proposal 
on Tuesday to alleviate this uncertainty, which we are currently reviewing, as well as the recent 
announcement made by the SEC that it also intends to clarify the requirements that will apply on 
July 16“'. 

However, even if the agencies clarify that compliance with Title VII largely is not 
required on July 16“’, there will still be considerable uncertainty surrounding basic elements of 
Title VII which make preparing for compliance extremely difficult. In particular, until the 
agencies provide guidance about the extraterritorial application ofTitle Vll, iiiteraationally 
active firms, regardless of where they are headquartered, will be unable to complete the analysis 
that is needed to determine how to .structure their cross-border derivatives activities. 

Specifically, many firms do not yet have the guidance necessary to determine through which 
entities activities may continue to be conducted under the new regime. 

Our proposal was developed in the spirit of addressing that uncertainty. Before 
describing the proposal’s details, it is important to note that foreign banks and U.S. banks alike 
seek to minimize the number of legal entities through which they conduct swap dealing activities 
and, where possible, to use a single legal entity to transact with swap counterparties globally. 
This increases efficiency and decreases risk by permitting the bank and its counterparties to net 
and offset their exposures. It also allows counterparties to transact with a more creditworthy 
entity, which for foreign banks is usually located and supervised outside the U.S. The personnel 
who have relationships with U.S. customers or manage U.S.-related portfolios on behalf of their 
head office are often, however, located inside the U.S. 
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Our proposal, which would apply Title VII to this and other common ways in which 
international derivatives dealers operate, has been guided by the Ibllowing considerations: 

( 1 ) We have sought to be faithful to the statute; we are not asking for an exemption from 
swap dealer registration. Any time that swap dealing activities occur directly with U.S. 
customers or from within the U.S., a U.S.-registered swap dealer would be involved. 
Additionally, the personnel interacting with U.S. customers would be employed by a 
U.S. registrant subject to supervision and examination by the CFTC and the SEC. 

(2) We have sought to protect U.S. customers. We believe that U.S. regulations that apply 
to particular transactions, such as U.S. clearing, trading, reporting and business conduct 
and similar requirements should apply to transactions entered into with a U.S. 
counterparty or from within the U.S. Tran.sactions entered into with foreign 
counterparties from abroad .should, of course, be subject to the rules of the relevant 
foreign jurisdiction.s, rather than U.S, rules. 

(3) We have sought to be sensitive to the resource constraints of U.S. regulators, One of the 
key ways for U.S, regulators to address these constraints is to leverage effective foreign 
supervision while retaining their full enforcement authority. So, we believe that, if U.S. 
regulators determine that home country capital and other similar entity-wide regulations 
arc sufficiently comparable to U.S, regulations, then compliance with those regulations 
should constitute compliance with U.S. requirements, and failure to comply should be 
treated as noncompliance with U.S, requirements, enforceable by U.S. regulators. This 
is consistent with the FRB"s current proposal for swap dealer capital requirements.' 

’ We believe a similar approach is warranted for foreign non-bank .swap dealers subject to comparable home country 
capital requirements, with comparability determined based on well-established benchmarks (such as pre-existing 
evaluations of the home country' regulator's supervisory framework by the FREt or whether the home country 
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(4) We have sought to support and encourage international harmonization. We believe that 
our proposal would encourage foreign regulators to adopt regulations comparable to the 
U.S and to open access further to U.S. banks. In particular, we believe it would be 
consistent with the approach of recognizing equivalent third country regimes that is 
currently under consideration by the European Union (EU),^ 

(5) Further to this last consideration, under our proposal, if a branch of a U.S.- 
headquartered bank were engaged in off-shore derivatives activities, that country’s 
regulators would allow the branch to comply with U.S. capital and other entity-wide 
rules so long as they were deemed comparable to those applied by the regulators to 
firms headquartered in that country. Assuming the branch entered into a swap 
transaction with a foreign counterparty, the foreign regulators’ transaction rules, e.g., 
business conduct, clearing, etc., would apply, and U.S. rules would not, Also, a foreign 
afliliate of a U.S.-headquartered bank would be treated just like a foreign bank, i.e., U.S. 


regulator administers a capita! regime consistent with the Basel Accord). This is necessary to level the playing field 
between non-bank subsidiaries of U.S. bank holding companies, which could use a risk-based approach to capital 
under the CFTC’s current swap dealer capital proposal, and non-bank subsidiaries of foreign bank and financial 
holding companies, which under that proposal would be subject to rulcs-based capital requirements that are 
inconsistent with requirements applied by home country supervisors. 

2 

Since the ELI has not historicaily had exemptions for OTC derivatives similar to what were in place in the United 
States prior to enactment of Dodd-Frank, most EU derivatives dealers are already subject to comprehensive 
prudential supervision and prohibitions against abusive market conduct. Consistent with the G-20 commitments, the 
EU is working to adopt mandatory clearing requirements (under the proposed European Market Inft-astructure 
Regulation (EMIR)) and trading and reporting requirements (under proposed revisions to the Markets in Financial 
Instruments Directive (Mi FID)) in the December 2012 timeframe, with tnandatory clearing on track to be 
implemented first. As part of the MiFID reform, the European Commission has proposed to allow third country 
firms subject to equivalent regulation to access the EU common market. If adopted, this proposal would allow IJ.S,- 
headquartered banks to access the entire EU directly without registering in the EiU or using an EU subsidiary. We 
believe that the EU is unlikely to adopt this aspect of the proposal unle.ss the United States also takes a similar 
approach with respect to institutions headquartered in the EIJ. 

We note further that there are also some areas, such as business conduct standards for advice to pension plans and 
the timing for public trade reporting, where the rules under Dodd-Frank may diverge from the approach taken in the 
EU. Accordingly, we believe that U.S. requirements under Dodd-Frank should apply to U.S.-related transactions, 
and EU requirements under the applicable regulations and directives should apply to EU-related transactions. 
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regulations that apply to particular transactions would apply to transactions w'ith U.S. 
counterparties, but transactions by the foreign affiliate with foreign counterparties from 
outside the U.S. would be subject to relevant foreign rules.’ U.S. regulators would also 
defer to comparable foreign entity-wide rules for the foreign affiliate. 

We believe that this proposal will help maintain the preeminence of the U.S. as a leading 
international financial center by maintaining the liquidity of the U.S. derivatives market. By 
contrast, if Title Vll were to effectively require foreign bank,s to conduct their derivatives dealing 
activities in the U.S. through separately incorporated subsidiaries, U.S. customers and foreign 
banks would face inefficiencies and additional costs of transacting in derivatives through 
multiple legal entities. The significant negative impacts on capital, netting and risk management 
resulting from conducting derivatives trading through multiple U.S. and non-U.S. legal entities 
could also reduce the liquidity available to U.S. market participants. 

Moreover, in our view, the best way to guard against offshoring of derivatives activities 
is to make sure that Title Vll is applied sensibly and in a manner that does not require U.S. 
regulators to supervise swap activity across the entire world. Consistent with this objective, our 
proposal calls for application of Title Vll’s requirements to common ways that cross-border 
swap activity is currently conducted. The proposal has been carefully crafted to ensure that U.S. 
customers are protected by dealing with a U.S.-registered swap dealer that is responsible for 
compliance with U.S. clearing, trading, reporting and business conduct standards. As described 

We note that the banking agencies’ margin proposal would treat both U.S. and foreign banks the same if they are 
entering into transactions from the l),S. or with U.S. persons - in such cases, U.S. rules under Title Vil would apply. 
The one area where there would be different treatment is for swaps entered into from abroad with a foreign 
counterparty. While the banking agencies would distinguish between a U.S. and foreign-controlled entities - with 
U.S. entities’ non-U.S. operations subject to U.S. margin rules and foreign controlled entities subject to rules of the 
applicable foreign jurisdiction - we believe that all transactions entered into between foreign counterparties, 
regardless of whether conducted by a U.S. entity’s non-U.S. operation or by a foreign-controlled entity, should be 
subject to primary supervision by foreign regulators, not U.S. regulators. 
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above, the registered swap dealer would also be subject to comparable home country prudential 
supervision. 

In contrast, the real danger lies in applying inconsistent or duplicative U.S. rules and 
supervision to every institution w'hose swap-related activities has a connection to the U.S. 
Offshoring is more likely if foreign banks are forced to set up separate trading operations in the 
United States and abroad, since that would encourage trading to move to the more liquid offshore 
market rather than staying in the United States where it is now conducted. 

Thus, we believe that, under our proposal. Title VTT can be applied fairly to all derivatives 
dealers in a way that does not cause undue disruption and increased costs to customers and the 
overall financial system. 

Swaps Push-Out and Swap Dealer Definition 

The IIB would also like to raise two other provisions of Title VIl, specifically Section 
716 of Dodd-F’rank, also known as the swaps “push-out" provision, and the definition of “swap 
dealer” under Section I(a){49) of the Commodity Exchange Act. While we are concerned about 
the adverse impacts on capital, netting and risk management that will result from the swaps push- 
out provision, we are most concerned with the unequal treatment accorded to foreign banks 
under this provision. 

Section 716 contains exceptions from the push-out provision for FDIC-insured banks; 
those exceptions do not extend to uninsured U.S. branches or agencies of foreign banks. When 
Dodd-Frank was enacted, members of Congress recognized that this oversight was unintentional 
Left uncorrected, it will, contrary to U.S. policy, prevent foreign banks from conducting bank- 
permissible businesses and managing risks through their U.S. branches. It also will cause serious 
market and business disruptions as foreign banks are not included within the provision's 
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grandfather and, thus, will be forced to assign and re-document entire portfolios booked in their 
U.S. branches. We strongly support extending Section 716’s exception and grandfather 
provisions to U.S. branches and agencies of foreign banks. 

Finally, the IIB would support revisions to the definition of “swap dealer” that would 
allow uninsured U.S. branches and agencies of international banks, like FDIC-insured depository 
institutions, to enter into swaps with customers as an adjunct to their loan origination activities 
without having to register as a swap dealer. Branches and agencies of international banks are 
significant credit providers in this country and account for approximately 1 8% of all U.S. 
commercial and industrial loans. To permit these institutions to enter into swaps with their 
customers only as a registered dealer puts them at a competitive disadvantage to U.S. firms and, 
more importantly, could discourage further lending in this country by foreign banking 
institutions. 

Systemic Risk, Capital and Other Prudential Standards 

The global legislative and regulatory environment is moving towards heightened 
prudential standards and supervision for all sy.stemically important financial institutions, with 
increased capital and liquidity requirements, stress tests, “living wills”, risk management and 
disclosure requirements, and corporate governance and incentive compensation standards. The 
application of these requirements to foreign banking institutions with U.S. banking operations 
raises complex issues that require a deliberative, cross-jurisdictional approach. Coordination and 
cooperation among international regulators and deference to home country regulation w'herever 
comparable standards exist is key. 

Congress made a determination that these enhanced supervision and prudential standards 
should apply to those bank holding companies with $50 billion or more in consolidated assets 
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($50 Billion Asset Threshold) and to certain nonbank financial companies in order to prevent or 
mitigate risk to the financial stability of the U.S. Congress did not prescribe a specific means 
for measuring the $50 Billion Asset Threshold and, instead, left this determination to the FRB’s 
discretion. 

Unfortunately, the recent proposal on living wills issued jointly by the FRB and the 
Federal Deposit Insurance Corporation (FDIC) under authority of Section 1 65(d) of Dodd-Frank 
takes a fairly expansive view and proposes to define the $50 Billion Asset Threshold by 
reference to a foreign banking institution’s worldwide assets, rather than on the basis of the 
assets of their U.S. operations. The IIB believes that the Agencies’ view is contrary to 
Congressional intent. 

Specifically, as expressed in the plain language of Section 165, the Congressional intent 
underlying the resolution plan requirement and the other enlianced prudential standards 
prescribed under Section 165 is to “prevent or mitigate risks to ihe financial slabilily of the 
United Stales that could arise from the material financial distress or failure, or ongoing activities, 
of large, interconnected financial institutions’’ (emphasis added). Of the estimated 124 banking 
institutions subject to the Agencies’ living wills proposal, 98 of them are foreign banking 
institutions. Of those 98, the IIB estimates that approximately 20 institutions have U.S. 
operations w'ith total consolidated assets of $50 billion or more. Of the remaining 78 foreign 
banking institutions, the IIB estimates that almost all have U.S. operations whose total 
consolidated assets are less than $25 billion (and of these approximately 20 have less than $1 
billion in assets). 

Implementing Section 1 65 in a manner such that nearly 80% of the banking organizations 
subject to its enhanced prudential requirements would be institutions headquartered outside the 
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United States cannot be what Congress intended. It is also difficult to imagine that Congress 
intended the regulators to devote their precious supervisory resources in this way. Rather, it 
would be more consistent with Congressional intent, as well as principles of national treatment 
and equality of competitive opportunity, if the prudential standards were to apply to those 
foreign banking organizations with $50 billion or more in U.S. assets. 

With respect to capital and liquidity generally, we take comfort in the FRB’s recent 
statement that it, together with the other Federal banking agencies, expects to issue in 201 1 
proposed rules outlining how Base! Ill-based requirements will be implemented for all 
institutions w'ith a view towards finalizing Basel Ill-based capital requirements in 2012 and 
implementation in 2013.“' It is important that the global regulators coordinate and work closely 
to ensure that the Basel III agreement is implemented globally in a consistent and comprehensive 
manner. 

However, the Basel 111 capital and liquidity rules raise a host of complexities, not the 
least of which is the interconnectedness of these reforms with those under contemplation by 
global regulators for systemically important financial institutions. It is important that the global 
regulators address these issues carefully and with a complete understanding of their impact on 
the ability of banks as financial intennediaries to continue to serve their clients and the global 
economy as a whole. 

Volcker Rule 

The Volcker Rule generally prohibits banking entities, including international banks, 
from engaging in proprietary trading or sponsoring, acquiring or retaining an interest in a hedge 
or private equity fund. Congress deliberately limited the extraterritorial effects of the Volcker 

Board of Governors of the Federal Reserve System, Notice of Intent to Apply Certain Supervisory Guidance to 
Savings and l.oan Holding Companies, 76 Fed. Reg. 22662, 22665 (April 22, 2011), 
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Rule by pennitting international banks to engage in these activities outside of the U.S. 

Permitting international banks to so engage in these activities is consistent with the policy 
objectives of the Volcker Rule, which generally focus on protecting U.S, banks, the stability of 
the U.S. financial system and U.S. taxpayer funds from what Congress deemed to be 
inappropriate risks. It is also consistent with longstanding principles of international bank 
supervision, reflected in U.S. federal banking laws, which limit unwarranted extraterritorial 
application of U.S. banking laws and accord appropriate deference to home country bank 
supervision. 

Governments and supervisors in other countries are actively debating these issues and 
may make different judgments about bank proprietary trading and fund activities. If the Volcker 
Rule were applied in such a manner as to reach international banks’ non-U. S. proprietary trading 
and fund activities, it could result in the imposition of overlapping and inconsistent regulatory 
regimes on foreign banking institutions’ non-U.S. operations. 

Conclusion 

The international bank supervisory framework has long recognized that host country 
supervisors are inherently limited in their ability to effectively oversee activities in a bank’s 
home country and other jurisdictions, and the legitimate interests of home country regulatory 
authorities in discharging their responsibilities, as primary supervisors of foreign banking 
institutions, should be not be dismis.sed lightly. Nor should the global implications of 
overreaching by U.S. authorities be ignored. International regulators may well be forced to take 
a similar stand with respect to U.S.-headquartered financial institutions. Finally, it is imperative 
from a risk and reward perspective that the U.S. and other countries work together to develop a 
rational and w'orkable supervisory regime for both U.S. and foreign banking institutions that 
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operate on a global basis. Without such an approach, foreign banking institutions may detennine 
to pare back their U.S. operations, which may well have a significant impact on credit 
availability, employment and the continued preeminence of the U.S. as a leading financial center. 
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From Congressman Stephen Fincher 
Question for the Honorable Gary Gensler 

Many of the larger financial institutions and multinational corporations will be better equipped to deal 
with the new derivatives regulations than some of our nation's smaller institutions. If the derivatives 
regulations are too burdensome and expensive to service small customers, how will community banks 
be able to enter the derivatives market and meet the credit needs of their customers, particularly in 
rural areas? Will community banks be able to compete with the larger institutions, especially foreign 
investment firms and banks, in the derivatives market? 


Response : The Dodd-Frank Act requires the CFTC to consider whether to exempt farm 
credit system institutions, depository institutions and credit unions with total assets of SIO 
billion or less from the clearing mandate. The CFTC issued a proposed rulemaking with 
respect to the non-fmancial end-user exception from the clearing requirement that also 
requested comment regarding such small financial institutions. The CFTC has received 
substantial public comment in response. Staff will analyze, summarize and consider public 
comments before the CFTC proceeds further. 

The statutory definition of the term “swap dealer” includes a de minimis exception that 
instructs the CFTC to exempt from designation as a swap dealer an entity that engages in a 
de minimis amount of swap dealing. The definition also provides that an insured 
depository institution (IDI) is not to be considered a swap dealer to the extent it transacts in 
swaps with a customer in connection with the making of a loan. The CFTC and SEC 
jointly issued a proposed rulemaking to further define the term “swap dealer.” The 
rulemaking release provided proposed interpretive guidance, and requested comment, 
regarding the IDI exclusion. It also proposed factors for the de minimis exemption based 
on the aggregate effective notional amount of an entity’s trades, its level of trading activity 
with special entities, the number of counterparties it transacts with, and the number of 
swaps it trades. The Commissions requested that the public provide comments regarding 
the proposal with respect to the de minimis exemption. 

In the same rulemaking release, the CFTC and SEC also proposed to further define the 
term “major swap participant.” The proposal provides that determinations as to whether 
an entity meets the definition are to focus on the market impacts and risks associated with 
an entity’s swap positions. 

To date, there are more than 180 comments responding to the proposal to further define 
the terms “swap dealer” and “major .swap participant.” The CFTC will address these 
issues in the final joint rulemaking with the SEC, after taking the comments into account. 



287 


Response to questions from 
the Honorable Steve Stivers 
by the Federal Deposit Insuranee Corporation 


Ql. European regulators instituted risk retention rules on January 1, 2011. They are 
materially different from the notiee of proposed rulemaking (NPR) in the U.S. I am 
eoncerned this will create roadblocks for U.S. issuers who would like to access European 
investors, as well as roadblocks for European issuers who would like to access U.S. 
investors. What consideration was given to rules around the world? What is the scope for 
the inclusion of some sort of mutual recognition or other acceptance of existing rules in 
Europe? 

Al. The European risk retention rules, known as Article 122a, and the United States’ (U.S.) 
Credit Risk Retention Notice of Proposed Rulemaking (Risk Retention NPR) differ in some 
respects, but provide advantages to the securitization market by reducing the possibility that 
issuers will engage in cross-border regulatory arbitrage. Article 122a requires that securitization 
originators retain a five percent un-hedged credit risk position. If this risk retention requirement 
is not met, the investor is subjected to an additional capital requirement of up to 1 ,250 percent of 
the invested amount. Article 122a essentially mandates that no European investor can purchase 
(or provide credit support to) a securitization where the originator does not have five percent risk 
retention. 

Section 941 of the Dodd-Frank Act imposes a risk retention requirement on the securitizer, 
which the Risk Retention NPR defines as a sponsor. Essentially, a U.S. sponsor can only issue a 
securitization if the sponsor retains five percent of the credit risk, unless the assets are otherwise 
exempt under the proposal. In addition, European sponsors who sell more than ten percent of an 
issue in the U.S. are subject to U.S. requirements, as well as non-U, S. affiliates who purchase 
more that 25 percent of securitized assets from U.S. affiliates. These requirements dovetail with 
Article 122a in eliminating cross border arbitrage. U.S. issuers will need to structure 
transactions to include risk retention by the originator (which, under the Risk Retention NPR is 
available if the originator contributed more than 20 percent of the assets in the pool) to satisfy 
Article 122a, and European issuers must include risk retention to satisfy the Risk Retention NPR. 

We agree that there may be some impediments for U.S. issuers in the European markets and vice 
versa. For example, Article 1 22a does not include any exemptions allowed under the Risk 
Retention NPR, such as the exemption for Qualified Residential Mortgages (QRMs) or other 
assets exempt from risk retention, and does not provide flexibility to European regulators to 
augment exemptions. A U.S. sponsor that issues an asset-backed security that is exempt from 
risk retention would not be able to sell that security to European investors. 

Moreover, not all U.S. sponsors would meet the definition of sponsor under Article 122a. 
Similarly, European issuers who issue index-based securities (exempt from risk retention under 
Article 122a) would not be able to sell the securities to U.S. investors as these transactions are 
not exempt from risk retention under the proposal. 
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The FDIC has considered the impact of the Risk Retention NPR and Article !22a on the 
securitization market’s stakeholders. The differences in the rules will affect the sale of asset- 
backed securities in that the U.S. Agencies' are not able to accept the risk retention requirements 
implemented through restrictions imposed on investments, and European regulators cannot 
expand exemptions available under Article 122a. The FDIC has concluded that Section 941 of 
the Dodd-Frank Act and Article 122a do not provide the U.S. and European regulators with the 
ability to mutually recognize each other’s rules. 


Q2. It is clear that analysis was done for some aspects for the risk retention proposal. 
However, I am concerned there has not been much attention to w hat the proposal means 
for borrowers, housing markets, or for the economy in general. There is also little to no 
discussion of other major issues in housing markets, such as the resolution of the GSEs and 
changes to capital standards, and how all of these interact with the retention proposal. 
Would you discuss the process by which data was collected and analyzed, and also explain 
why the NPR shows so little evidence of an economic impact analysis of the proposed 
rules? Do you think that uncertainty of regulation is a major factor holding back lending, 
securitization, and housing market more generally? 

A2. 

Data Collection and Analysis 

The Dodd-Frank Act directed the Agencies to define the term qualified residential mortgage, or 
QRM, “taking into consideration underwriting and product features that historical loan 
performance data indicate result in a lower risk of default. . To meet this mandate, the 
Agencies examined data from several sources. For example, the Agencies reviewed data on 
mortgage performance supplied by the Applied Analytics division (formerly McDash Analytics) 
of Lender Processing Services (LPS). To minimize performance differences arising from 
unobservable changes across products and focus on loan performance through stressful 
environments, the Agencies considered data for prime fixed-rate loans originated from 2005 to 
2008. This data set included underwriting and performance information on approximately 8.9 
million mortgage loans. 


The term “agencies” refers to the FDIC, Board of Governors of the Federal Reserve System, Office of the 
Comptroller of the Currency, U.S. Securities and Exchange Commission, Federal Housing Finance Agency, and the 
Department of Housing and Urban Development. 
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The Agencies also examined data from the 1992 to 2007 waves of the triennial Survey of 
Consumer Finances (SCF).^ This data set included information on approximately 1 ,500 families. 
In addition, the Agencies examined a combined data set of loans purchased or securitized by the 
government-sponsored enterprises (GSEs) from 1997 to 2009. This data set consisted of more 
than 75 million mortgage loans and included data on loan products and terms, borrower 
characteristics (e.g., income and credit score), and performance data through third quarter 2010.^ 
The Risi: Retention NPR also contains tables that show the estimated effects of the proposed 
QRM standards based on data for all residential mortgages purchased or securitized by the OSEs 
between 1 997 and 2009. 

Economic Impact Analysis 

As in all releases for proposed and final regulations, the Agencies considered the potential 
economic impact of the Risk Retention NPR. We understand that the securitization market is 
important to credit creation in the U.S. and we have and will continue to closely consider the 
views of commenters on how all stakeholders in this market are affected by the proposed rule. 

We recognize that the standards in the QRM exemption, such as debt-to-income ratios and loan- 
to-value requirements, have raised concerns about access to affordable mortgage credit for low- 
and moderate-income (LMI) borrowers. The FDIC shares these concerns and seeks to ensure 
that LMI borrowers continue to have access to affordable mortgage credit. It is for this reason 
that the Agencies have sought to ensure the non-QRM segment of the market will be cost- 
effective for LMI borrowers and large enough to ensure a vibrant and liquid secondary market. 
The Agencies are seeking comment on the impact of the QRM standards on these borrowers. In 
particular, the Agencies welcome comment on whether and how the Agencies can assure the 
unique needs of LMI or first-lime homebuyers can be met. 

Factors Affecting the Markets 

Financial institutions have voiced concerns about how the Agencies will implement the Dodd- 
Frank Act, including the credit risk retention requirements of Section 941 . Moreover, market 
participants have expressed a concern that the interaction of various requirements under the 
Dodd-Frank Act could have unintended consequences that could increase unnecessary burden 
and regulatory compliance costs beyond currently projected levels. 


^ The SCF is conducted every three years by the Board, in cooperation with Treasury, to provide detailed 
information on the finances of U.S. families. The SCF collects information on the balance sheet, pension, income, 
and other demographic characteristics of U.S. families. To ensure the representativeness of the study, respondents 
are selected randomly using a scientific sampling methodology that allows a relatively small number of families to 
represent all types of families in the nation. Additional information on the SCF is available at 
http://www.federaireserve.gov/pubs/oss/oss2/method.htmi. 

^ Additional information concerning the GSE data used by the Agencies in developing the proposed QRM standards 
is provided in Appendix A to this Supplementary information. 
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Concerns also have been raised regarding plans to establish a private-market solution to the 
GSEs, which currently hold or guarantee more than half of all U.S. home mortgage debt. The 
Risk Retention NPR recognizes that the guarantee on GSE securities results in 1 00 percent risk 
retention. However, recognition of the GSEs’ guarantee for purposes of the risk retention 
requirement is permitted only as long as the GSEs are operating under the conservatorship or 
receivership of FHFA with capital support from the U.S, government. Therefore, new mortgage 
loans guaranteed by a GSE after it emerges from conservatorship may be subject to risk retention 
unless a different exemption applies. It is currently unclear how the migration of mortgage loans 
to a non-GSE, non-exempt mortgage category would affect the cost and availability of mortgage 
loans. 

Implemention of the Base! Ill capital standards would not directly affect the risk weights 
assigned to residential mortgages. The most important regulatory capital implication of risk 
retention requirements would be the need for the securitization sponsor to hold capital against the 
retained risk; this result appears consistent with the policy goal of risk retention to promote 
accountability by securitizers for the quality of loans being sold. 


Q3. The risk retention notice of proposed rulemaking (NPR) includes a concept called 
“premium capture.” As proposed, this would force securitization issuers to hold back all 
profit earned at the time a securitization was done, and force it to be held back until all 
bonds in the deal are paid off, which could be 15 or 30 years down the road. The reaction 
to this proposal has been negative, with concern that securitization won’t happen if they 
cannot be profitable (just like any other business). Could you explain where this proposal 
came from, why it is expected that securitizers will essentially do their business without 
profit, why you supported it, and how you plan to fix it? 

A3. The premium capture reserve account is designed to realign incentives toward quality 
underwriting by eliminating the ability of a securitizer or originator to immediately capture the 
profit from a securitization. Even though some risk retention typically was a common feature of 
securitizations historically, the ability to capture a large profit or gain immediately upon sale 
meant that retained risk had little influence on underwriting standards and asset quality, and 
made risk retention largely meaningless. Securitizers’ ability to capture the profit upfront drove 
increased origination volumes in the “originate to distribute” mode!-at the expense of quality 
lending. 

To prevent a securitizer from reducing or negating the effects of risk retention by monetizing 
excess spread, the Risk Retention NPR requires the issuer to create a premium capture reserve 
account to hold upfront profits or sale premiums on asset-backed securities. Funds deposited 
into this account must be used to cover losses on the underlying assets before the losses are 
allocated to any other securitization interest. The premium capture reserve account requirement 
complements risk retention by ensuring a securitizer’s interests remain aligned with the 
underlying performance and quality of assets, while providing the securitizer with an opportunity 
for profit contingent on the performance of the underlying assets. 
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If the underlying assets perform poorly and the securitization’s investors take losses, the Risk 
Retention NPR 's premium capture restrictions will prevent the sccuritizer from making a profit. 
If the underlying assets perform satisfactorily, the securitization will be profitable to the 
sccuritizer, who will receive the same amount of profit after the more senior tranches have been 
paid. If, because of the premium capture reserve account, a sccuritizer does not issue premium 
tranches, it would receive the profits over time as the loans perform. 

The FDIC has engaged in a dialogue with various stakeholders during the Risk Retention NPR ’s 
comment period to discuss industry concerns regarding the premium capture reserve account. 
We have, and will continue to consider these concerns as the Agencies formulate the final rule. 
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Responses from Under Secretary Brainard, U.S. Department of the Treasury, to questions 
submitted by Representative Stivers 

1 . Addressed to the first panel: Chairman Bair, Under Secretary Brainard, Chairman 
Gensler, Chairman Schapiro, Governor Tarullo, Comptroller Walsh 

European regulators instituted risk retention rules on January 1 , 20 1 1 . They are 
materially different from the notice of proposed rulemaking (NPR) in the US. I am 
concerned this will create roadblocks for US issuers who would like to access European 
investors, as well as roadblocks for European issuers who would like to access US 
investors. What consideration was given to rules around the world? What is the scope 
for the inclusion of some sort of mutual recognition or other acceptance of existing rules 
in Europe? 


Response : 

Treasury de.fers to the regulatory agencies on this question, as they are 
best placed to answer detailed questions about their ruie~wr.it.ing pcocesses. 


2, Addressed to the first panel; Chairman Bair, Under Secretary Brainard, Chairman 
Gensler, Chairman Schapiro, Governor Tarullo, Comptroller Walsh 

It is clear that analysis was done for some aspects for the risk retention proposal. 
However, I am concerned there has not been much attention to what the proposal means 
for borrowers, housing markets, or for the economy in general. There is also little to no 
discussion of other major issues in housing markets, such as the resolution of the OSEs 
and changes to capital standards, and how all of these interact with the retention 
proposal. Would you discuss the process by which data was collected and analyzed, and 
also explain why the NPR shows so little evidence of an economic impact analysis of the 
proposed rules? Do you think that uncertainty of regulation is a major factor holding 
back lending, securitization, and housing market more generally? 


Response : 

Treasury defe.rs to the regulatory agencies on this question, as they are 
be.st placed to answer detailed questions about their rule-writing processes 


3. Addressed to the first panel: Chairman Bair, Under Secretary Brainard, Chairman 
Gensler, Chairman Schapiro, Governor Tarullo, Comptroller Walsh 

The risk retention notice of proposed rulemaking (NPR) includes a concept called 
“premium capture.” As proposed, this would force securitization issuers to hold back all 
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profit earned at the time a securitization was done, and force it to be held back until all 
bonds in the deal arc paid off, which could be 15 or 30 years down the road. The reaction 
to this proposal has been negative, vrith concern that securitization won’t happen if they 
cannot be profitable (just like any other business). Could you explain where this proposal 
came from, why it is expected that securitizers will essentially do their business without 
profit, why you supported it, and how you plan to fix it? 


Response : 

Treasury defers to the regulatory agencies on this question, as they are 
best placed to answer detailed questions about their rule-writing procesag. 
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Financial Regulatory Reform: The International Context 
Questions to be submitted for the record by Rep. Stivers 
.lune 16,2011 

1 . Addressed to the first panel: Chairman Bair, Under Secretary Brainard, Chairman 
Gensler, Chaimian Schapiro, Governor Tarullo, Comptroller Walsh 

Fmropean regulators instituted risk retention rules on .lanuary 1 , 20 1 1 . They are 
materially different from the notice of proposed rulemaking (NPR) in the US. 1 am 
concerned this will create roadblocks for US issuers who would like to access European 
investors, as well as roadblocks for European issuers who w'ould like to access US 
investors. What consideration was given to rules around the world? What is the scope 
for the inclusion of some sort of mutual recognition or other acceptance of existing rules 
in Europe? 

Response : This question and the trvo that follow are more appropriately answered by 

others on the panel. 

2. Addressed to the first panel: Chairman Bair, Under Secretary Brainard, Chairman 
Gensler, Chairman Schapiro, Governor Tarullo, Comptroller Walsh 

It is clear that analysis was done for some aspects for the risk retention proposal. 
However, I am concerned there has not been much attention to what the proposal means 
for borrowers, housing markets, or for the economy in general. There is also little to no 
discussion of other major issues in housing markets, such as the resolution of the GSEs 
and changes to capital standards, and how all of these interact with the retention 
proposal. Would you discuss the process by which data was collected and analyzed, and 
also explain why the NPR shows so little evidence of an economic impact analysis of the 
proposed rules? Do you think that uncertainty of regulation is a major factor holding 
back lending, securitization, and housing market more generally? 

3. Addressed to the first panel: Chairman Bair. Under Secretary Brainard, Chairman 
Gensler, Chairman Schapiro. Governor Tarullo, Comptroller Walsh 

The risk retention notice of proposed rulemaking (NPR) includes a concept called 
“premium capture.” As proposed, this would force securitization issuers to hold back all 
profit earned at the time a securitization was done, and force it to be held back until all 
bonds in the deal are paid off, which could be 15 or 30 years down the road. The reaction 
to this proposal has been negative, with concern that securitization won’t happen if they 
cannot be profitable (just like any other business). Could you explain where this proposal 
came from, why it is expected that securitizers will essentially do their business without 
profit, why you supported it, and how' you plan to fix it? 



295 


“Financial Regulatory Reform: The International Context” 

House Committee on Financial Services Hearing 
Responses by Chairman Schapiro 

1. Addressed to the first panel: Chairman Bair, Under Secretary* Brainard. Chairman 
Gensler, Chairman Schapiro. Governor Tarullo. Comptroller Walsh 

European regulators instituted risk retention rules on Januarj' 1, 201 1. They arc 
materially different from the notice of proposed rulemaking (NPR) in the IJS. 1 am 
concerned this will create roadblocks for US issuers who would like to access 
European investors, as well as roadblocks for European issuers who would like to 
access US investors. What consideration was given to rules around the world? 

What is the scope for the inclusion of some sort of mutual recognition or other 
acceptance of existing rules in Europe? 

In making its recommendations, the staff of the Commission, working with the staff of 
our fellow regulators, closely analyzed and considered the developments in foreign 
markets related to risk retention, and in particular. Article 1 22a of the European Union 
capital requirements directive relating to securitizations. As stated in footnote 55 of the 
Notice of Proposed Rulemaking (NPR) publi.shed by the Office of the Comptroller of the 
Currency, the Board of Governors of the Federal Reserve System, the Federal Deposit 
Insurance Corporation, the Federal Housing Finance Agency, the Department of Housing 
and Urban Development and the Securities and Exchange Commission (hereinafter “the 
Agencies”) a variation of the vertical, horizontal, seller’s intere.st, and representative 
sample options that are permitted forms of risk retention under the proposed rules are also 
forms of eligible risk retention under Article 1 22a. In this regard, while we recognize 
that the structure of the European risk retention regime is fundamentally different than 
the U.S. risk retention regime (as required by statute, the U.S. rules apply to securitizers 
of as.set-backed securities, while the European rules apply to European credit institutions 
that invest in a.sset-backed securities), it appears that a sponsor choosing the U.S.- 
proposed vertical or horizontal fonn would in many cases also comply with the 
comparable form under the European risk retention regime. 

While the Agencies did not propose to incorporate a mutual recognition framework in the 
NPR, the Agencies have received comments from certain trade associations and some 
members of the public that provisions should be built into both the U.S. risk retention 
regime and the EU risk retention regime to permit mutual recognition. We look forward 
to analyzing the comment letters on the proposed rules concerning this topic and will 
consider all comments received as we move forward with this interagency rulemaking. 

2. Addressed to the first panel: Chairman Bair. Under Secretary Brainard. Chairman 
Gensler. Chairman .Schapiro, Governor Tarullo. Comptroller Walsh 

It is clear that analysis was done for some aspects for the risk retention proposal. 
However, 1 am concerned there has not been much attention to what the proposal 
means for borrowers, housing markets, or for the economy in general. There is also 
little to no discussion of other major issues in housing markets, such as the 
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resolution of the GSEs and changes to capital standards, and how all of these 
interact with the retention proposal. Would you discuss the process by which data 
was collected and analyzed, and also explain why the NPR shows so little evidence of 
an economic impact analysis of the proposed rules? Do you think that uncertainty 
of regulation is a major factor holding back lending, securitization, and housing 
market more generally? 

We recognize that there are many aspects of Section 941 of the Dodd-Frank Act, and the 
rules required to be promulgated thereunder, that may directly or indirectly affect 
borrowers, the housing market, and our economy generally. The Commission is sensitive 
to the costs and benefits imposed by its rules, and in this regard, it included a discussion 
in the NPR focused on the costs and benefits of the decisions made by the Commission, 
together with the other Agencies, to fulfill the mandates of Section 941 within its 
permitted discretion. 

As noted in the NPR, in considering how to determine the definition of '‘qualified 
residential mortgage,’' the Agencies examined data from several sources. For example, 
the Agencies reviewed data on mortgage pertbmiance supplied by the Applied Analytics 
division (formerly McDash Analytics) offender Processing Services (LPS). To 
minimize performance differences arising from unobservable changes across products, 
and to focus on loan performance through stressful enviromnents, for the most part, the 
Agencies considered data from prime fixed-rate loans originated from 2005 to 2008. 

This dataset included underwriting and performance information on approximately 8.9 
million mortgages. As is typical among data provided by mortgage servicers, the LPS 
data did not include detailed information on bon'ower income and on other debts the 
borrower may have in addition to the mortgage. The NPR explains that for this reason, 
the Agencies also examined data from the 1992 to 2007 waves of the triennial Survey of 
Consumer Finances (SCF). Because families’ financial conditions will change following 
the origination of a mortgage, the analysis of SCF data focused on respondents who had 
purchased their homes either in the survey year or the previous year. This dataset 
included information on approximately 1,500 families. The Agencies also examined a 
combined dataset of loans purchased or securitized by Federal National Mortgage 
Association and Federal Home Loan Mortgage Corporation (the “F.nterprises”) from 
1997 to 2009. The Enterprises data set consisted of more than 75 million mortgages, and 
included data on loan products and terms, borrower characteristics (e.g,, income and 
credit score), and performance data through the third quarter of 2010. 

With respect to your final question, we understand and appreciate that some industry 
participants and members of the public are concerned about the impact of future financial 
regulations and, with respect to the risk retention rule, how this rule may impact future 
securitization and the housing market generally. We are mindful of these concerns and 
are working expeditiously to implement the rules required by section 941(b) of the Dodd- 
Frank Act in a timely manner while also ensuring a thoughtful, deliberative process to 
consider all comments we receive on the NPR. 
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3. Addressed to the first panel: Chairman Bair, Under Secretary Brainard, Chairman 
Gensler, Chairman Schaniro, Governor Tarullo. Comptroller Walsh 

The risk retention notice of proposed rulemaking (NPR) includes a concept called 
“premium capture.” As proposed, this would force securitization issuers to hold 
back all profit earned at the time a securitization was done, and force it to be held 
back until all bonds in the deal arc paid off, which could be 15 or 30 years down the 
road. The reaction to this proposal has been negative, with concern that 
securitization won’t happen if they cannot be profitable (just like any other 
business). Could you explain where this proposal came from, why it is expected that 
securitizers will essentially do their bu.sine.ss without profit, why you supported it, 
and how you plan to fix it? 

As stated in the NPR, the Agencies proposed the premium capture cash reserve account 
in order to assure that the rules achieve the goals of risk retention of Section 941(b) of the 
Dodd-Frank Act. The proposed premium capture cash reserve account was intended to 
prevent sponsors from structuring around the minimum 5 % risk retention requirement. 
The NPR notes that without a mechanism similar to a premium capture cash reserve 
account, a sponsor could effectively negate or reduce the economic exposure it is 
required to retain under the proposed rules. Furthermore, as noted in the NPR, the 
Agencies believed that prohibiting sponsors from receiving compensation in advance of 
excess spread income expected to be generated over time should better align the interests 
of sponsors and investors and promote more robust monitoring by the sponsor of the 
credit risk of securitized assets, thereby encouraging the use of sound underwriting in 
connection with securitized loans. The Agencies also believed that it should promote 
simpler and more coherent securitization structures. 

While we recognize that some industry participants have been critical of the proposed 
premium capture cash reserve account, this criticism is largely related to the proposed 
formula used to detennine whether the creation of an account would be required by the 
rule. The criticism in general has not been directed toward the basic principle behind the 
account, which is to prevent sponsors from structuring around the 5% risk retention 
requirement. The NPR includes many requests for comment on this aspect of the 
proposal, and the Agencies specifically seek the public’s input on whether the method of 
calculating the account is appropriate or whether there are alternative methodologies that 
would better achieve the purpose of the account. We look forward to analyzing the 
public’s feedback to these questions and will carefully consider comments received on 
the proposed premium capture cash reserve account in crafting rules that are consistent 
with the purposes of risk retention and the statute. 
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Questions for The Honorable Daniel Tarullo. Governor, Board of Governors of the Federal 
Reserve System, from Representative Stivers: 

1. European regulators instituted risk retention rules on Januar>' 1, 2011. They are 
materially different from the Notice of Proposed Rulemaking (NPR) in the U.S. I am 
concerned this will create roadblocks for U.S. issuers who would like to access European 
investors, as well as roadblocks for European issuers who would like to access U.S. 
investors. What consideration was given to rules around the world? What is the scope for 
the inclusion of some sort of mutual recognition or other acceptance of existing rules in 
Europe? 

The European Union’s risk retention requirements are embodied in Article 1 22a of the Capital 
Requirements Directive (CRD) (the “EU risk retention rules”). The EU risk retention rules, 
similar to section 941 of The Dodd-Frank Wall Street Reform and Consumer Protection Act (the 
“Dodd-Frank Acf’), generally require that an originator, sponsor, or original lender retains at 
least a five percent intere.st in a securitization transaction. 

The EU risk retention rules and the Dodd-Frank Act take different implementation approaches to 
risk retention. However, the EU risk retention rules lake an “investor-based” approach, where 
investors-that is, the buyers of asset-backed securities-have the responsibility to ensure that a 
sponsor, originator, or original lender retains no less than five percent of the nominal value of the 
securitized exposures. In contrast, the Dodd-Frank Act directs relevant federal agencies to 
prescribe regulations that apply to securitizers. 

The agencies is.sued the Notice of Proposed Rulemaking (NPR) to implement the risk retention 
requirements on March 30, 201 1. The comment period was extended to August 1,2011, The 
NPR proposes that U.S. sponsors issuing asset-backed securities abroad comply with the U.S. 
retention requirements in order to prevent arbitrage of regulatory regimes. Similarly, European 
sponsors who issue securities in the U.S. would generally have to comply with the U.S. risk 
retention requirements, unless a foreign transaction has limited connections with the United 
States and U.S. investors, and qualifies for the proposed safe harbor. 

The agencies are in the process of receiving and reviewing comments, including comments 
related to the safe harbor for foreign-related transactions. The agencies will consider 
commenters’ concerns and suggestions on how to address cross-border issues in a consistent 
manner. 

2. It is clear that analysis was done for some aspects for the risk retention proposal. 
However, I am concerned there has not been much attention to what the proposal means 
for borrowers, housing markets, or for the economy in general. There is also little to no 
discussion of other major issues in hou.sing markets, such as the resolution of the GSEs and 
changes to capital standards, and how all of these interact with the retention proposal. 
Would you discuss the process by which data was collected and analyzed, and also explain 
why the NPR shows little evidence of an economic impact analysis of the proposed rules? 

Do you think that uncertainty of regulation is a major factor holding back lending, 
securitization, and housing market more generally? 
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As mentioned, section 94 1 requires that the relevant agencies prescribe regulations that require 
securilizers generally to retain at least a five percent interest in securitized assets. In addition, 
the Dodd-Frank Act directs the regulators to define “qualified residential mortgages” (QRM) 
which are exempt from risk retention. In defining the QRM, the Dodd-Frank Act directs 
regulators to “take into consideration underwriting and product features that historical loan 
performance data indicate re.suh in a lower risk of default.” 

In considering how to define QRM for purposes of the NPR, the relevant agencies relied in part 
on the large body of academic and practitioner literature on mortgage risk management. The 
NPR contained references to several of the more recently published studies. The overwhelming 
consensus of this literature is that a borrower’s equity in a property and credit score, along with a 
few other factors, are key predictors of default. In addition to the existing literature, the 
proposed rule also relied on work done by analysts at various agencies using proprietary datasets 
that may not be available to academics or practitioners. Using data supplied by Lender 
Processing Servicers Applied Analytics covering the bulk of mortgages originated in the U.S. 
since 2005, the agencies analyzed the key variables associated with default. As an example, the 
NPR contains a graph showing default rates by loan-to-value (LTV) ratios based on these data; 
this graph shows that at LTVs above 80 percent, default rates jump significantly. Similarly, 
analysts from the Federal Housing Finance Agency (FHFA) used data on mortgages guaranteed 
by the government-sponsored enterjrrises (GSEs) to compute the additional default rates 
associated with relaxing various QRM criteria. All of this analysis was considered by the 
agencies in the QRM definition contained in the NPR, and was discussed in the preamble to the 
proposed rule. 

The proposal also aimed to minimize the excess costs to bonowers falling outside the narrow 
QRM definition. The proposed QRM definition was not designed to be a minimum underwriting 
standard for prime mortgages. The rationale for keeping the proposed definition of QRM narrow 
was that loans would not be stigmatized for falling outside the definition and thus that the market 
for non-QRMs could remain liquid with little or no pricing difference between QRMs and non- 
QRMs related Just to risk retention. In addition, the menu of risk retention options in the NPR is 
designed to accommodate a variety of market practices, seeking to make it relatively manageable 
for issuers to satisfy the risk retention requirement. Finally, it is noteworthy that the few private- 
label mortgage-backed securities (MBS) deals that have come to market since the financial crisis 
featured substantial risk retention. As the market revives further and investors once again begin 
purchasing private-label MBS, it is likely they will continue to demand significant risk retention 
by issuers regardless of the security’s status as a QRM deal. Indeed, meaningful risk was 
routinely retained by issuers prior to the surge in MBS issuance that started around 2004, 
although this retention was often opaque and the form and amount varied across issuers. 

The agencies carefully considered a variety of mortgage characteristics that are associated with 
higher rates of default and the potential impact of the proposed rules on lending. Given the 
complexity of the risk retention rules, the NPR asked for detailed comments on the proposed 
rules’ impact on the market, housing prices and lending rates. These comments will be carefully 
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considered prior to completion of the rule-making process. In addition, tlie agencies have noted 
their intent to return to this rule when the GSEs exit conservatorship and the role for private 
capital in the mortgage market becomes clearer. 

3. The risk retention notice of proposed rulemaking (NPR) includes a so-called “premium 
capture.” As proposed, this would force securitization issuers to hold back all profit 
earned at the time a securitization was done, and force it to be held back until all bonds in 
the deal arc paid off, which could be 15 or 30 years down the road. The reaction to this 
proposal has been negative, with concerns that securitization won’t happen if they cannot 
be profitable (just like any other business). Could you explain where the proposal came 
from, why it is expected that sccuritizers will e.ssentially do their business without profit, 
why you supported it, and how you plan to fix if? 

It is the agencies’ expectation that issuers will be able to continue to profitably issue ABS and 
MBS and, in general, not trigger Ihe premium capture provision of the rule. This provision seeks 
to prevent circumvention of the retention requirement. 

More specifically, the premium capture account attempts to ensure that the risk retention 
required by the Dodd-Frank Act is economically meaningful by aligning the compensation of a 
sponsor with that of a balance sheet lender in order to encourage the sponsor to receive its profit 
over time. As a result, a portion of the sponsor’s profit would be tied to the performance of the 
underlying collateral, instead of the sponsor earning all of its profits upfront in a riskless maimer 
at tlie time when the transaction is closed. 

The agencies have requested comments on all aspects of the risk retention proposal, including 
premium capture, and will carefully consider all comments as they move forward with finalizing 
the risk retention rule. 
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Financial Regulatory Reform: The International Context 
Questions submitted for the record by Rep. Stivers 


1. European regulators instituted risk retention rules on January 1, 2011. They are 
materially different from the notice of proposed rulemaking (NPR) in the US. I am 
concerned this will create roadblocks for US issuers who would like to access 
European investors, as well as roadblocks for European issuers who would like to 
access US investors. What consideration was given to rules around the world? 

What is the scope for the inclusion of some sort of mutual recognition or other 
acceptance of existing rules in Europe? 

The NPR proposes a flexible approach to satisfying the base risk retention requirement, 
so that securitizers can structure their retention in a way that meets investor demand. 

This flexibility allows securitizers to structure their retention obligations in ways that 
satisfy foreign risk retention requirements as well.* Beyond this central flexibility, there 
are other accommodations for international commerce under the NPR as well. The 
agencies, in drafting the NPR, were informed by the European Union Capital 
Requirements Directive, but formulated the substance of the proposal based on the 
particular requirements of section 941 and the experiences in the U.S. market during the 
financial crisis. 

The NPR also includes a safe harbor intended to exclude transactions in which the effects 
on U.S. interests are sufficiently remote so as not to significantly impact loan 
underwriting standards and risk management practices in the United States or the 
interests of U.S, investors. Under this safe harbor, a foreign affiliate of a U.S. firm may 
sponsor a securitization transaction in a foreign jurisdiction without complying with the 
proposed U.S. risk retention requirements, so long as no material portion of the ABS are 
sold to U.S. investors.^ The same safe harbor is available to foreign firms. 

This safe harbor is based on existing safe harbors under the U.S. securities laws. Under 
this proposed approach, U.S. investors will be assured of the investor protection benefits 
of the statute, and foreign investors will receive the investor protection benefits afforded 
by their governments under their taws. 

2. It is clear that analysis was done for some aspects for the risk retention 
proposal. However, I am concerned there has not been much attention to what the 
proposal means for borrowers, housing markets, or for the economy in general. 
There is also little to no discussion of other major issues in housing markets, such as 


’ For example, please refer to footnote 55 of the NPR, discussing how several of the proposed forms of risk 
retention are eligible forms of retention for purposes of the European Union requirements. 

^ In order to prevent evasion of the risk retention requirements, the safe harbor does not apply if the foreign 
affiliate acquired 25 percent or more of the securitized loans from a consolidated affiliate located in the 
U.S. The safe harbor also does not apply if the securitization transaction would be required, for some 
reason, to be registered under the Securities Act of 1933, or if the transaction as a whole is designed to 
evade the risk retention rules. 
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the resolution of the GSEs and changes to capital standards, and how all of these 
interact with the retention proposal. Would you discuss the process by which data 
was collected and analyzed, and also explain why the NPR shows so little evidence of 
an economic impact analysis of the proposed rules? Do you think that uncertainty 
of regulation is a major factor holding back lending, securitization, and housing 
market more generally? 

At present, several macroeconomic factors are dampening key sectors of the MBS 
market. Investor uncertainty about the value of mortgage collateral and the practical 
ability to foreclose on it, broad market conditions that don’t trigger “yield chasing” by 
investors, and an absence of excess investor liquidity are examples of these factors. 

Other sectors of the ABS maiket, such as credit cards, remain robust. That being said, it 
is critical to develop a regulatory structure for risk retention with the inherent flexibility 
to meet investor demands, so that the infrastructure will be in place when negative 
macroeconomic factors dissipate. The NPR was designed to achieve that objective. 

With respect to other major issues in the housing markets, and the GSEs in particular, the 
NPR acknowledges the need for, and importance of, their reform, and the Agencies 
commit to reassess their treatment once the GSEs’ future is clarified by Congress. With 
respect to capital requirements, the NPR addresses this through its flexibility as to the 
various possible forms of retention, and discusses how these different forms will 
variously dictate whether the securitization assets are consolidated with the assets of the 
securitizer under existing accounting guidance or represent recourse for risk-based capital 
purposes. 

The NPR addresses borrowers and housing markets through the QRM criteria and the 
flexible retention requirements, and discusses how they were designed to provide 
sponsors with several options for complying with the risk retention requirements of 
section 15G so as to reduce the potential for the QRM definition to disrupt securitization 
markets, including those for non-QRM residential mortgages, or materially affect the 
flow or pricing of credit to borrowers and businesses. The NPR also discusses the 
proposal’s design to ensure that the amount of non-QRM residential mortgages should be 
sufficiently large, and include enough prudently underwritten loans, so that ABS backed 
by non-QRM residential mortgages may be routinely issued and purchased by a wide 
variety of investors. As a result, the market for such securities should be relatively liquid, 
and the broader the definition of a QRM, the less liquid the market ordinarily would be 
for residential mortgages falling outside the QRM definition. As the agencies move 
forward with consideration of the public comments and finalization of the rule, the OCC 
will be focused on whether this balance has been appropriately struck.^ 


’ In connection with the NPR, the OCC also prepared an economic analysis of estimated opportunity costs 
of the proposed risk retention rules to national bank seenritizers. See section VIII. E of the NPR, OCC 
Unfunded Mandates Reform Act of 1995 Determination; Treasury Department Office of Inspector General 
Information Report No. OIG-CA-1 1-006, Dodd-Frank Act: Congressional Request for Information 
Regarding Economic Analysis by the OCC (June 13, 2011, available at 
http://mvw, treasury. gov/about/organizational-structure/ig/Documents/OlG-CA-l l-006.pdf). 


- 2 - 



303 


3. The risk retention notice of proposed rulemaking (NPR) includes a concept 
called “premium capture.” As proposed, this would force securitization issuers to 
hold back all profit earned at the time a securitization was done, and force it to be 
held back until all bonds in the deal are paid off, which could be 15 or 30 years 
down the road. The reaction to this proposal has been negative, with concern that 
securitization won’t happen if they cannot be profitable (just like any other 
business). Could you explain where this proposal came from, why it is expected that 
securitizers will essentially do their business without profit, why you supported it, 
and how you plan to fix it? 

The premium capture proposal was not intended to force securitizers to hold back all 
profits until the bonds are paid off. It was intended to restrain the ability of securitizers 
acting as middlemen to make a quick, up-front profit by stripping excess yield off high- 
interest-rate loans - which command such high rates because they feature inherently 
higher credit risk - and leave securitization investors to suffer principal losses if those 
loans later default. Premium capture puts the securitization sponsor more in the position 
of a balance sheet lender that decides to make a higher-risk, higher-yield loan, knowing 
that they will only benefit from that higher yield if the loan performs as expected. The 
proposal was intended to curtail aggressively-engineered ABS structures that exploited 
asymmetries of information between securitizers and investors, realign the incentives of 
both sides of the transaction, and foster other ABS structures that allow securitizers to 
profit from transforming the cash flows on the underlying assets into securities that have 
higher value to investors because of their particular terms and characteristics. The NPR 
requests comment whether the details of the propo.sed approach presents unintended 
operational impediments for securitization, and the OCC will be focused on this issue in 
consideration of the public comments and structuring the final rule. 
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